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1200 West Washington Street 
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LUDDERS 

Staff hereby provides this Notice of Errata concerning the pre-filed direct testimony of Ronall 

E. Ludders. Staff was unable to incorporate these changes into filed copy of Mr. Ludders’ testimon: 

flue to a computer failure in the Utilities Division. The changes are as follows: 

Page 58, lines 26-27 should read: 

expense, a $15,770 decrease from the.. . .” 

Page 72, lines 3-4 should read: “The Company proposed $44,415 in federal incomc 

taxes and $7,054 in state income taxes for a combined income tax of $5 1,469.” 
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Page 104, line 11 should read: “. . . by $481 (which is the Company’s.. .)” 

“Staff recommends $189,114 for depreciatio~ 
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1200 West Washington Street 
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Q. 

A. 

Q. 
A. 

ORACLE SYSTEM 

Summary of Proposed Revenue - Oracle 

Did Staff prepare a schedule representative of the Company’s proposed increase 

and Staffs recommended revenue requirement? 

Yes, please refer to schedule E L - 1 .  The Company proposes total annual operating 

revenue of $1,060,904 which represents an increase of $233,327, or 28.19 percent, over 

the Company adjusted test year revenue of $827,577. 

Staffs recommended total annual operating revenue for the Oracle system is $828,768. 

Staffs recommendation represents an increase of $77,081, or 9.30 percent, over its 

adjusted test year revenue of $828,768. Schedule REL-1 presents the calculation of the 

recommended revenue requirements. 

Rate Base - Oracle 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base Schedule? 

Yes, shown on Schedule REL-3, Staffs recommended rate base is $2,415,268. Staffs 

recommended rate base is a decrease of $404,132 from the Company’s proposal of 

$2,819,400. Staffs rate base adjustments are described below. 

Rate Base Adiustment No. 1 - Addition of Post-Test Year Plant 

Does Staffs recommended rate base include plant placed into service after the test Q. 

year? 

A. Yes, Staff included $224,542 of plant in rate base that the Company placed into service 

after the end of the test year but no later than December 31, 2002, as shown on REL-5. 

Staff decreased the Company’s post-test year plant additions by $106,365, fiom $330,907 

to $224,542. 

r 
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Q* 

A. 

Q. 
A. 

Q. 

A. 

Rate Base Adjustment No. 2 - Post -Test Year Retired Plant 

Did the Company make any adjustment for plant retired during the 2002 post-test 

year period? 

No. Since the Company had requested the Plant In Service additions of certain plant, it is 

proper that Staff remove the corresponding plant retired due to additions. Therefore, 

Staff removed $8,026 from Plant In Service also shown on Schedule REL-5 and from 

Accumulated Depreciation. 

Please summarize Staff’s recommendations regarding Plant In Service. 

Staff recommends $5,064,631 for Plant In Service, a $114,391 decrease from the 

Company’s proposed $5,179,022. The calculation of Staffs recommendation is shown 

on Schedule REL-5 

Rate Base Adjustment Nos. 3 ,4 ,5  and 6 - Accumulated Depreciation 

What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 7 of 11 of the 

filing, increased Accumulated Depreciation by $8,034 to reflect twelve months of 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 31,2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 7 of 11 of the filing, increased Accumulated 

Depreciation by $4,547 and represents six months of depreciation expenses on test year 

plant additions. 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

1 

2 

7 - 

4 
4 

t 

5 

E 

s 
1c 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

2: 

2t 

Direct Testimony of Ronald E. Ludders 
Docket No. W-01445A-02-0619 
Oracle System 
Page 64 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

No. Proper matchmg of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 3 1 , 2002, cut-off date 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant included in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 

Construction Work in Progress (“CWIP”) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 
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Q* 
A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

of Ronald E. Ludders 
445A-02-0619 

28 II 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff increased 

Accumulated Depreciation by $101,769, from $1,468,545 to $1,570,314. This 

adjustment is made up of several components including a $96 (adjustment no. 3) increase 

as a result of Staffs analysis. Staff recommends increasing the pro forma adjustment for 

Accumulated Depreciation on test year plant by $1 18,6 13 (adjustment no. 5 )  from $4,547 

to $123,160, and it recommends decreasing the pro forma adjustment for Accumulated 

Depreciation on post-test year plant additions by $4,950 (adjustment no. 4) from $8,034 

to $3,084. Additionally, Staff removed $1 1,990 (adjustment no. 6) in retired post-test 

year plant from Accumulated Depreciation in accordance with NARUC - USOA 

accounting procedures. 

Rate Base Adjustment No. 7- Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $52,085 for working capital. Schedule B-5, page 2 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $28,184 cash working capital 

component of the working capital allowance. 

Why does Staff disagree with the Company’s proposed cash working capita. 

component of working capital allowance? 

The Company’s proposed cash working capital is based on a lead-lag analysis tha1 

contains several conceptual and methodological errors. 
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Q. 

A* 

22 

23 

24 

25 

26 

27 

28 

Q. 

What is the result of Staffs lead-lag analysis? 

Staffs lead-lag analysis indicates a negative $76,038 cash working capital component or 

a reduction of $104,422 compared to the Company’s $28,184 figure. In other words, 

ratepayers are providing working capital to the system. 

How else did Staff adjust Working Capital? 

Staff increased the Materials and Supply Inventory by $1,729, from $3,519 to $5,248 as a 

result of materials that were transferred from Transmission and Distribution Expense to 

Materials and Supplies Inventory. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of negative $50,608, as shown on 

Schedule E L - 7 .  

Rate Base Adiustment No. 8 and 9 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test yea1 

additions? 

Using the Company’s allocation factors, Staff decreased the Phoenix Office allocation b: 

$83,556, which included $3,964 of post-test year retired plant. Additionally, Stai 

reduced the Meter Shop allocation by $1,723. Staffs total adjustment reduced th 

Phoenix Office and Meter shop allocations by $85,279, from $94,945 to $9,666. Staff‘ 

analysis is shown on Schedule REL-8. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income - Oracle 

Operating Income Summary 

What are Staffs recommended test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $828,768 as adjusted by Staff, expenses of 

$669,108, and an operating income of $159,660, as shown on Schedules REL-9. Staffs 

adjustments are discussed below. 

Operating Income Adjustment No. 1 - Revenue Annualization Adjustment 

How did the Company annualize revenue? 

The Company multiplied 15 customers (that represents the average growth in customers 

on the Oracle system during the test year) by $504 (which is the Company’s 

determination of annual revenue per customer) which resulted in a revenue increase of 

$7,560. 

Did Staff make an adjustment to annual revenue? 

Yes. Staff made a $1,191 adjustment to increase the Company’s proposed annualization 

from $7,560 to $8,751. Staffs calculation of the adjustment is shown on Schedule REL- 

11. Staffs recalculation recognizes revenue fiom all meter sizes and calculates the 

average annual revenue per customer to be $583 rather than the Company’s $501. 

Operating Income Adiustment No. 2 - Purchased Pumping Power 

Did Staff adjust Purchased Pumping Power? 

Yes. Staff accepted the Company’s Purchased Pumping Power with the exception of a 

repaired pump inadvertently allocated and posted to Oracle expense. The $916 was 

reclassified fiom Oracle Purchased Pumping Power and transferred to San Manuel’s 

Plant In Service, Electrical Pumping Equipment account. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income Adjustment No. 3 -Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes, Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to Oracle 

was increased from the Company’s pro forma by $10,176, from $13,318 to $23,494, as 

shown on Schedule REL-13. 

Qperating Income Adjustment No. 4 - Water Testing Expense 

What is Arizona Water’s proposed Water Testing Expense? 

Arizona Water’s proposed water testing expense is $2,942. Water testing expense is a 

component of the Company’s proposed $13,318 Water Treatment Expense shown on 

Schedule REL-14. 

Does Staff agree with the Company’s Water Testing Expense? 

No. Staffs recommends this expense be based on Staffs water testing expense analysis 

of $1,780 which decreases annual operating expenses by $1,162. The adjustment is 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 

Operating Income Adiustment No. 5 and 7 - Expense Annualization Adiustment 

Has Staff recalculated the amount of annualized expenses? 

Yes. Staffs calculations are shown as adjustments nos. 5 and 7 and are shown on 

Schedule REL-15. Staff recommends an expense annualization adjustment of $3,301, an 

increase of $10 over the Company’s adjustment of $3,291. 
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Operating Income Adjustment No. 6- Transmission and Distribution Expense 

What adjustment did Staff make to Transmission and Distribution Expense? 

The Company inadvertently posted $1,729 to Transmission and Distribution Expense thal 

should have been posted to Materials and Supplies Inventory. This entry reduced the 

Company’s expense from $89,698 to $87,969, as shown on Schedule REL-16. 

Operating Income Adjustment No. 8 - Rate Case Expense 

What Rate Case Expenses did Arizona Water propose for the Oracle system? 

The Company proposed total Rate Case Expense of $14,603 for the Oracle system. Rate 

Case Expense is a component of the Company’s proposed $104,590 Administrative and 

General Expense, shown on Schedule REiL -1 7 

Does Staff agree that the Company’s Rate Case Expenses for the Oracle system are 

reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the Oracle system? 

Staff recommends allocating $10,258 to the Oracle system. Staffs recommended 

allocation uses the Company-proposed allocation factor of 0.05670 percent ($1 80,913 x 

0.05670 = $10,258). Staff recommends annual Rate Case Expense of $2,052 ($10,258 

amortized over five years), a decrease of $2,816 from the Company’s proposed $4,868, 

as shown on Schedule REL- 17. 
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Q* 
A. 

Q. 
A. 

Q. 
A. 

Operating Income Adjustment No. 8 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even though charitable contributions bear no relationship to the provision of water 

service. Therefore, Staff removed $834 from the Administrative and General account as 

shown on REL-18. 

Operating Income Adiustment Nos. 10 - Depreciation and Amortization Expense 

What did the Company propose for Depreciation Expense? 

The Company proposed $129,495 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 27 of 36 of the filing, increased depreciation expense by 

$4,547 to provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 28 of 36 of the filing, increased depreciation expense by $8,034 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 3 1 , 2002. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 

revenue neutral. The difference between Staff plant recommendation and the Company’s 

causes a corresponding difference in depreciation expense. In addition, the Company 

calculated its depreciation expense using incorrect component depreciation rates that it 

later corrected. Staff reviewed and accepted the new rates and Staff used the new rates in 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

Please summarize Staff’s recommendations for depreciation expense. 

Staff recommends $132,704 for depreciation expense, a $3,209 increase from tht 

Company’s proposed $129,495. Staffs calculation includes the amortization of CIAC a. 

the weighted proposed depreciation rates. Staffs recommendation is shown on Schedule 

REL-19. 

Why is Staff‘s recommended depreciation expense different than the Company’s 

proposed amount? 

Staffs recommended depreciation expense is different for two reasons. First, the 

Company’s calculated depreciation expense used an old component depreciation 

schedule which it later changed during the course of Staffs analysis. Staff recommends 

adopting the individual component account rates identified in the Company’s late-filed 

depreciation study which was reviewed and accepted by Staff and who used it to 

calculate the Staffs depreciation expense. Second, Staff calculated depreciation expense 

on its recommended plant, which reflects adjustments previously discussed. 

Operating Income Adiustment No. 1 1 - Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $57,070. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equalization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $57,357, an increase of $287 from the 

Company’s proposal, as shown on Schedule REL-21. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Operating Income Adiustment No.8 - Income Taxes 

What income tax expense did the Oracle system propose? 

The Company proposed $49,775 in federal income taxes and $10,965 in state income 

taxes for a combined income tax of $60,739. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and Staffs recommended taxable income is different from 

the Company’s. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedules REL-21, Staff recommends federal income tax of $49,775 and 

state income tax of $10,965 for a combined income tax of $60,739. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $74,106 and 

state income tax of $16,325 for a combined income tax of $90,43 1. 

Rate Design - Oracle 

Rate Design 

Did Staff prepare a schedule summarizing the present, Company-proposed, and 

Staffs recommended rates and charges? 

Yes. Schedule REL-22 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 
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Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 

Please summarize Staffs rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 

break-point at 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 
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Arizona WWater Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2007 

REVENUE REQUIREMENT 

LINE 
- NO. DESCRIPTION 

1 Adjusted Rate Base 

2 Adjusted Operating Income (Loss) I 
3 

4 Required Rate of Return 

5 

6 

7 Gross Revenue Conversion Factor 

Current Rate of Return (L2 / L1) I 
1 Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

8 

9 Adjusted Test Year Revenue 

10 Proposed Annual Revenue (L8 + L9) Note A 

Increase In Gross Revenue (L7 * L6) I 

11 Require Increase in Revenue (YO) (L8/L9) 

E 

Schedule REL-1 

[AI PI 
COMPANY STAFF 
ORlGl NAL ORIGINAL 

COST COST 

$ 2,819,400 

$ 167,200 

5.93% 

11 .OOOO% 

$ 310,134 

$ 142,934 

1.63241 

$ 233,327 

$ 827,577 

$ 1,060,904 

28.19% 

$ 2,415,268 

$ 159,660 

6.61 % 

8.5660% 

$ 206,892 

$ 47,232 

1 631 95 

$ 77,081 

$ 828,768 

$ 905,849 

9.30% 

c 



Arizona WWater Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

GROSS REVENUE CONVERSION FACTOR 
Line 
No - 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective lncorne Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate After lncorne Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-l,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of lncorne Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax Q 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Svnchronization: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

1 .oooooo 
38.59888% 
0.1 2477% 

38.72365% 
1.631951 

100.00000% 
6.96800% 

93.03200% 
34.00000% 

Schedule REL- 2 

31.63088% 
38.59888% 

0.20320% 
38.59888% 

61.401 12% 
0.12477% 

0.203200% 
$ 157 

157 
$ 76,924 

38.59888% 
29,692 

$ 206,892 
159,660 

47.232 

$ 77,081 

STAFF 

$ 905,849 
608,525 

Test Year Recommended 

S 608,369 $ 
$ 63,038 
$ 157,361 

$ 63,038 
$ 234,285 

6.968% 6.968% 
$ 10,965 $ 16,325 

$ 146,396 $ 217,960 
$ 49,775 $ 74,106 
$ 60,739 $ 90,431 

2.610% 
$ 63,038 



Schedule REL-3 Arizona WWater Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

1 
RATE BASE - ORIGINAL COST 

(C) 
STAFF 

AS 
ADJUSTED 

$ 5,064,631 

(A) 
COMPANY 

AS 
FILED 

$ 5,179,022 
(1,468,545) 

$ 3.710.477 

LINE 
- NO. 

1 
2 
3 

4 

5 
6 
7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

STAFF 
ADJUSTMENTS 

$ (114,391) Plant in Service 
Less: Accumulated Depreciation 
Net Plant in Service 

LESS: 

Advances in Aid of Construction (AIAC) 

Contributions in Aid of Construction (CIAC) 
Less: Accumulated Amortization 

Net CIAC 

Total Advances and Contributions 

Customer Deposits 

Meter Advances 

Deferred Income Tax Credits 

ADD: 
Working Capital 

Phoenix Ofice Allocation 

Meter Shop Allocation 

(101,769) 
$ (216,160) 

(1,570,314) 
$ 3,494,317 

(473,356) (473,356) 

$ (258,151) $ (258,151) 
37,740 

(220,411) 
37,740 

(220,411) 

(693,767) (693,767) 

I 
1 
1 

(344,341 ) (344,341 ) 

(50,607) 

9.452 

52,086 

93,008 

(1 02,693) 

(83,556) 

(1,723) 21 4 1,937 

Total Rate Base $ 2,415,268 $ (404,132) $ 2,819,400 
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Arizona WWater Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-5 

RATE BASE ADJUSTMENT NOS. 1 and 2 - PLANT IN SERVICE 

[AI PI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

$ 4,848,115 $ - $ 4,848,115 1 Actual Test Year Plant 
2 Post-Test Year Plant $ 330,907 $ (106,365) $ 224,542 
3 Post Test Year Retired Plant $ - $  (8,026) $ (8,026) 
4 Adjusted Test Year Plant $ 5,179,022 $ (114,391) $ 5,064,631 
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I ILIC COMPANY STAFF 

Schedule REL-6 

STAFF 

Arizona WWater Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE BASE ADJUSTMENT NOS. 3,4,5 and 6 -ACCUMULATED DEPRECIATION 

L I I V L  

NO. DESCRIPTION I AS FILED I ADJUSTMENTS I AS ADJUSTED I 



Schedule REL- 7 Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME ADJUSTMENT NO. 7 -CASH WORKING CAPITAL 

2 Materials andsupplies Inventory 
3 Rewired Bank Balances 

3,519 1,729 5,248 
12,958 12,958 

5 Total 
4 Prepayments and special Deposits 7,424 7,424 

$ 52,085 $ (102,693) $ (50,608) 



I 
I 
I 
I 
I 
1 
I 
I 
1 
1 
1 
I 
I 

COMPANY 

I 
I 
I 
I 
1 
I 

STAFF STAFF 

Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-8 

RATE BASE ADJUSTMENT NOS. 8 and 9 - PLANT IN SERVICE 

I 

1 
2 
3 
4 

[AI 
I 

P I  tC1 
I 1 

93,008 $ (79,592) $ 13,416 
21 4 

$ Phoenix Office Allocation Meter Shop Allocations $ 1,937 $ (1,723) $ 
Phoenix Office Allocation - Retirements $ - $  (3,964) $ (3,964) 
Meter Shop Allocation - Retirements $ - $  - $  

$ 94,945 $ (85,279) $ 9,666 
Adjusted Test Year Plant 
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Anzona Water Company - Oracle 
Docket No W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

PI [CI 
STAFF 

LINE 
- NO. DESCRIPTION 

REVENUES: 
1 Total Operating Revenues 

EXPENSES: 
Source of Supply Expenses: 

2 Purchased Water 
3 Other 

Pumping Expenses: 
4 Purchased Power 
5 Purchased Gas 
6 Other 
7 Water Treatment Expenses 
8 Transmission and Distribution Expenses 
9 Customer Account Expenses 

10 Sales Expenses 
11 Administrative and General Expenses 
12 Total Operation and Maintenance 
13 Depreciation and Amortization 
15 Ad Valorem (Property) 

Taxes: 
14 
16 Other 
17 Total Operating Expenses 

18 Operating Income (Loss) 

Federal & State Income Tax 

STAFF TEST YEAR COMPANY 
TEST YEAR 
AS FILED ADJUSTMENTS ADJUSTED 

TEST YEAR AS 

$ 827,577 $ 1,191 $ 828,768 

$ 
6,728 

83,755 

29,003 
13.31 8 
89,698 
84,928 

428 
104,590 

$ 412,448 
129.495 
57.070 

$ 

(916) 

9,014 
(1,724) 

5 

(3,650) 
2,729 

287 
(3.555) 

$ 
6,728 

82,839 

29,003 
22.332 
87,974 
84,933 

428 
100,940 
415,177 
125,940 
57,357 

51 469 9.270 60,739 - ., 
9,895 9,895 

$ 660,377 $ 8,731 $ 669,108 

$ 167,200 $ (7,540) $ 159,660 

[Dl 

STAFF 
PROPOSED 
CHANGES 

$ 77,081 

$ 

157 

157 

29,692 

$ 29,848 

$ 47,232 

Schedule REL-9 

[El 

STAFF 
RECOMMENDED 

$ 905,849 

$ 
6,728 

82,839 

29,003 
22,332 
87,974 
85,090 

428 

4 

100,940 
415,333 
125,940 
57,357 

90,431 
9,895 

$ 698,957 

206,892 $ 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 11 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALIZATION 

STAFF AS 
ADJUSTED 

2 Avg Annual Bill Per Customer for TY 504 583 
1 Avg Annual Revenue for Additional Customers $ 7,560 $ 1,191 $ 8,751 

3 
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LINE COMPANY STAFF 

Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 

Schedule REL-12 

NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Purchased Pumping Power $ 83,755 $ (916) $ 82,839 
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LINE COMPANY STAFF 

Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 

Schedule REL- 13 

OPERATING INCOME ADJUSTMENT NO. 3 -WATER TREATMENT EXPENSE 

i 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-14 

OPERATING INCOME ADJUSTMENT NO. 4 -WATER TESTING EXPENSE 

[AI PI [C] 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Annual Water Testing Expense $ 2,942 $ (1,162) $ 1,780 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 15 

OPERATING INCOME ADJUSTMENT NO. 5 and 7 - EXPENSE ANNUALIZATION 

(B) (C) 
STAFF AS 

(A) 
LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

1 Source of Supply $ 72 $ - $  72 
1,264 2 Purchased Pumping Power 1,264 

3 Water Treatment Expense 187 187 
4 Transmission & Distribution Expense 865 5 870 
5 Customer Accounting 903 5 908 
6 Total $ 3,291 $ 10 $ 3,301 



I 

LINE COMPANY STAFF 

Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 I 

STAFF 

Schedule REL-16 

NO. DESCRIPTION 

OPERATING INCOME ADJUSTMENT NO. 6 -TRANSMISSION AND DISTRIBUTION EXPENSE 

AS FILED ADJUSTMENTS AS ADJUSTED 

I 
I 
I 
I 
1 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME ADJUSTMENT NO. 8 - RATE CA 

COMPANY LINE 

E EXPEN 

STAFF 
ADJUSTED 

Schedule REL- 17 

NO. 

E 

DESCRIPTION AS FILED ADJUSTMENT 

1 

4 Number of Years Amortized 
5 Annual Rate Case Expense 

" 9 
4,868 $ (2,816) $ 2,052 $ 

4 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE 
NO. 

Schedule REL-18 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Charitable Contributions, Gifts, Awards, Etc. $ 834 $ (834) $ 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Schedule REL-19 

STAFF 
AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 10 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

1 Depreciation Expense 
2 ClAC Amortization 

$ 129.495 $ 3,209 $ 132,704 
(6,764) (6,764) 

$ 129,495 $ (3,555) $ 125,940 



Arizona Water Company- Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 20 

OPERATING INCOME ADJUSTMENT NO. 11 - PROPERTY TAX EXPENSE 

2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

2001 Annual Gross Revenues s 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) $ 2,654,84. 
Three Year Average Calculation 3 

Department of Revenue Multiplier 2 

Less: Net Book Vaule of Leased Vehicles (See Note A Below) 

Three Year Average (Line 5 / Line 6) $ 884,948 

Revenue Base Value (Line 7 x Line 8) $ 1,769,895 
Plus: 10% of 2001 CWlP 

Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 0.25 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

$ 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 21 

OPERATING INCOME ADJUSTMENT NO. 12 and 13 - INCOME TAX EXPENSE 

(B) (C) 
STAFF AS 

(A) 
LINE COMPANY STAFF 

AS FILED ADJUSTMENT ADJUSTED NO. ]DESCRIPTION 
1 Federal Income Taxes $ 44,415 $ 5,360 $ 49,775 
2 State Income Taxes 7,054 3,911 10,965 
3 Total Income Taxes $ 51,469 $ 9,270 $ 60,739 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE DESIGN 

Monthly Usage Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6 Meter 
8" Meter 

I O "  Meter 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 
Fire Hydrants Used For Construction Water 

Commodity Rates : 
Per 1,000 Gallons (In Excess of Minimum) 
Per 1,000 Gallons for 0 to 3,000 Gallons 
Per 1,000 Gallons for 3,001 to 50,000 Gallons 
Per 1,000 Gallons for Gallons in Excess of 50,000 

Service Line and Meter Installation Charge: 
5l8"x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6 Meter 

Schedule REL-22 
Page 1 of 2 

Staff 

$ 38.84 $ 50.13 $ 38.63 
$ 103.58 $ 146.97 $ 181.73 
$ 155.37 $ 250.63 $ 220.51 
$ 207.16 $ 384.36 $ 286.45 
$ 492.01 $ 818.64 $ 335.79 
$ 621.48 $1,203.00 $ 625.36 
$ 673.27 $1,687.41 $ 837.19 3 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

$ 5.7490 NIA 
$ 5.7490 $ 6.2980 
$ 5.7490 $ 6.2980 
$ 5.7490 $ 6.2980 

NIA 
$ 4.4640 
$ 5.5800 
$ 6.6960 

(a) No charge for 518" and 1" if on existing pipelines. Full cost for 518" and I" if 

(b) Full cost for 2"and larger if on existing or new pipelines. 
if on new pipelines. 



Arizona Water Company - Oracle 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE DESIGN 
CONTINUED 

[Present 
Service Charges: 
Establishment 
Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test 
Late Charge 

I Rates 
$ 16.00 

( 4  
$ 16.00 

(d) 
$ 35.00 
$ 10.00 
$ 35.00 
$ 50.00 

NIA 

Schedule REL-22 
Page 2 of 2 

---Proposed Rates--- 
Company I Staff 
$ 16.00 $ 16.00 

( 4  

(d) 
$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 

(c) Per Commission Rule A.A.C. R14-2-4038 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 
or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 

( 4  

(d) 
$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

SAN MANUEL SYSTEM 

Summary of Proposed Revenue - San Manuel 

Did Staff prepare a schedule representative of the Company’s proposed increase 

and Staffs recommended revenue requirement? 

Yes, please refer to schedule REL-1. The Company proposes total annual operating 

revenue of $921,119 which represents an increase of $446,869, or 94.23 percent, over the 

Company-filed adjusted test year revenue of $474,250. 

Staffs recommended total annual operating revenue for the San Manuel system is 

$821,535. Staffs recommendation represents an increase of $347,419, or 73.28 percent, 

over its adjusted test year revenue of $474,116. 

Rate Base - San Manuel 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base schedule? 

Yes, shown on Schedule REL-3. Staff recommends a rate base of $641,450. Staffs 

recommended rate base is a decrease of $152,543 from the Company’s proposal of 

$793,993. Staffs rate base adjustments are described below. 

Rate Base Adiustment No. 1 - Plant In Service 

What adjustment to actual test year plant did the Company propose for the San 

Manuel system? 

The Company recommends increasing actual Plant In Service by $99,591. This amount 

represents all actual and projected plant additions placed in service or expected to be 

placed in service by December 3 1,2002, twelve months past the 2001 test year. 
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Rate Base Adjustment No. 1 - Reclassification of Expense to Plant 

Did Staff make any adjustments to the Company’s test year Plant In Service? 

Yes, Staff reclassified $2,058 from Purchased Pumping Power Expense into the 

Electrical Pumping Equipment plant account. This adjustment consisted of a 

reclassification of $1,024 from Purchased Pumping Power; a reclassification of $91 6 

from Purchased Pumping Power from the Oracle system and a reclassification of $123 in 

Purchased Pumping Power expense from the Winkelman system to Electric Pumping 

Equipment. Further, Staff reduced the actual test year plant by $5 due to rounding. 

These adjustments increased test year plant from $1,455,009 to $1,457,067 as shown on 

Schedule REL-5. 

Q. 

A. 

Rate Base Adjustment No. 2 - Post-Test Year Plant In Service 

Does Staffs recommended rate base include plant placed into service after the test Q. 

year? 

A. Yes. Staff included $68,291 of plant in rate base that the Company placed into service 

after the end of the test year but no later than December 3 1,2002, twelve months after the 

test year. 

Q. Why did Staff exclude $31,300 of the Company’s post-test year plant additions froK 

its recommended rate base? 

A. Staff excluded $31,300 from the Company’s post-test year plant additions in order tc 

exclude all plant that was not in service by December 31, 2002 or was not revenuc 

23 

24 

25 

26 

neutral. 
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Q* 

A. 

Q. 
A. 

Q. 

A. 

Rate Base Adiustment No. 3 - Post-Test Year Plant Retirements 

Did the Company make any adjustment for plant retired during the 2002 post-test 

year period? 

No, since the Company had requested the Plant In Service additions of post-test year 

plant, it is proper that Staff remove the corresponding plant retired due to those additions. 

Staff therefore removed $10,517 from Plant In Service, as shown on Schedule REL-5, 

and from Accumulated Depreciation. 

Please summarize Staffs recommendations regarding Plant In Service. 

Staff recommends $1,514,841 for Plant In Service, a $39,759 decrease from the 

Company’s proposed $1,554,600. The calculation of Staffs recommendation is shown 

on Schedule REL-5. 

Rate Base Adjustment Nos. 4, 5, 6 and 7 - Accumulated Depreciation 

What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 6 of 11 of the 

filing, increased Accumulated Depreciation by $4,209 to reflect twelve months of 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 31,2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 6 of 11 of the filing, increased Accumulated 

Depreciation by $7,568 and represents six months of depreciation expenses on test year 

plant additions. 
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Q. 

A. 

Q- 

A. 

Q. 
A. 

Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 31, 2002, cut-off 

date. 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant included in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 

Construction Work in Progress (“CWIE”’) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 

4 
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Q. 
A. 

Q* 
A. 

Q. 
A. 

Q. 

A. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff decreased 

Accumulated Depreciation by $27,119, from $736,074 to $708,955. This adjustment is 

made up of several components including a $36,235 (adjustment no. 4) reduction as a 

result of Staffs analysis. Staff recommends increasing the pro forma adjustment for 

Accumulated Depreciation on test year plant by $25,177 (adjustment no. 6) from $7,568 

to $33,745, and it recommends decreasing the pro forma adjustment for Accumulated 

Depreciation on post-test year plant additions by $3,175 (adjustment no. 5) from $4,209 

to $1,034. Additionally, Staff removed $13,886 (adjustment no. 7) in retired post-test 

year plant from Accumulated Depreciation in accordance with NARUC - USOA 

accounting procedures. 

Rate Base Adjustment No. 8 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $28,714 for working capital. Schedule B-5, page 2 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $7,402 cash working capital 

component of the working capital allowance. 

Why does Staff disagree with the Company’s proposed cash working capital 

component of working capital? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

Direct Testimony of Ronald E. Ludders 
Docket No. W-O1445A-02-0619 

1 What is the result of Staffs lead-lag analysis? 

Staffs lead-lag analysis indicates a negative $61,992 cash working capital component or 

a reduction of $69,394 compared to the Company’s $7,402 figure. In other words, 

ratepayers are providing working capital to the system. 

How else did Staff adjust Working Capital? 

Staff increased the Materials and Supply Inventory by $1,980 from $3,987 to $5,967 as a 

result of materials that were transferred from expense accounts. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of a negative $38,700 as shown on 

Schedule REL-7. 

Rate Base Adjustment No. 9 and 10 - Allocated Post-Test Year Additions 

Did Staff adjust the Phoenix Office and Meter Shop post-test year additions? 

Using the Company’s allocation factors, Staff decreased the Phoenix Office allocation by 

$72,489, which included $3,369 of post-test year retired plant and the Meter Shop 

allocation of $1,465. Staffs total adjustment reduced the Phoenix Office and Meter shop 

allocations by $72,489, from $80,704 to $8,215 as shown on Schedule REL-8. 

Operating Income - San Manuel 

Operating Income Summary 

What is Staffs recommended test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $474,116, expenses of $632,055, and an 

operating loss of $157,939 as shown on Schedules REL-9. Staffs adjustments are 

discussed below. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

Operating Income Adiustment No. 1 - Revenue Annualization Adiustment 

How did the Company annualize revenue? 

The Company multiplied a negative 5 customers (that represents the average decline in 

customers on the San Manuel system during the test year) by $271 (which is the 

Company’s determination of annual revenue per customer) which resulted in a revenue 

decline of $1,355. 

Did Staff make an adjustment to annual revenue? 

Yes. Staff made a $134 adjustment to increase the Company’s proposed annualization 

from a negative $1,355 to negative $1,489. Staffs calculation of the adjustment is shown 

on Schedule REL-11. Staffs recalculation recognizes revenue from all meter sizes and 

calculated the average annual revenue per customer to be $298 rather than the 

Company’s $271. 

Operating Income Adiustment No. 3- BHP Purchased Water 

Did Staff make any adjustments to Purchased Water Expense? 

Yes. During Staffs analysis, it found that $7,875 of purchased water from BHP Copper, 

Inc., inadvertently was recorded to Apache Junction’s CAP water expense. Staff 

corrected this error on the Apache Junction books and increased San Manuel’s Purchased 

Water Expense by $7,875, from $258,703 to $266,578, as shown on Schedule REL-12. 

Operating Income Adjustment No. 3- Purchased Pumping Power 

Did Staff adjust Purchased Pumping Power? 

Yes. Staff accepted the Company’s Purchased Pumping Power with the exception of a 

repaired pump inadvertently allocated and posted to San Manuel expense. The $1,024 

was reclassified and transferred to Plant In Service - Electrical Pumping Equipment, as 

shown on Schedule E L -  13. 
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Operating Income Adjustment No. 4 - Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes. Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them not to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to San 

Manuel was decreased from the Company’s pro forma by $8,240, from $30,393 to 

$22,153 as shown on Schedule REL-14. Please refer to Mr. Hammon’s testimony. 

Operating Income Adjustment No. 5- Water Testing Expense 

What is San Manuel’s proposed Water Testing Expense? 

The San Manuel proposed water testing expense is $2,374, as shown on Schedule 

REL-15. Water Testing Expense is a component of the Company’s proposed $30,393 

Water Treatment Expense. 

Does Staff agree with the Company’s Water Testing Expense? 

No. Staff recommends this expense be based on Staffs water testing expense analysis oj 

$1,345, which decreases annual operating expenses by $1,029. The adjustment ia 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 

Operating Income Adjustment No. 6 and 8 - Expense Annualization Adiustment 

Has Staff recalculated the amount of annualized expenses? 

Yes. Staff calculations are shown as adjustments nos. 6 and 8 and are shown o 

Schedules REL-17. Staff recommends an expense annualization adjustment of a negativ 

$1,287, this adjustment increased expenses by $2 compared to the Company’s adjustmer 

of anegative $1,287, as shown on Schedule REL-16. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q* 
A. 

Operating Income Adjustment No. 7 - Transmission and Distribution Expense 

What adjustment did Staff make to Transmission and Distribution Expense? 

Staff adjusted Transmission and Distribution Expense downward by $1,980. The 

Company inadvertently posted $1,980 to Transmission and Distribution Expense that 

should have been posted to Materials and Supplies Inventory, as is shown on Schedule 

REL-17. 

Operating Income Adjustment No. 10 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even thought charitable contributions bear no relationship to the provision of water 

service. Therefore, Staff removed $709 from the Administrative and General account as 

shown on REL-18. 

Operating Income Adjustment No. 10 - Rate Case Expense 

What Rate Case Expense does Arizona Water propose for the San Manuel system? 

The Company proposed total Rate Case Expense of $12,414. Rate Case Expense is a 

component of the Company’s proposed $107,529 Administrative and General Expense, 

shown on Schedule REL-19. 

Does Staff agree that the Company’s Rate Case Expense for the San Manuel system 

are reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the San Manuel system? 

Staff recommends allocating $8,720 to the San Manuel system. Staffs recommended 

allocation used the Company-proposed allocation factor of 0.04820 percent ($1 80,913 x 

0.04820 = $8,720). Staff recommends annual Rate Case Expense of $1,744 ($8,720 
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Operating Income Adjustment Nos. 11 - Depreciation and Amortization Expense 

Q. 

A. 

What did the Company propose for depreciation expense? 

The Company proposed $52,727 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 23 of 36 of the filing, increased depreciation expense by 

$7,568 to provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 24 of 36 the filing, increased depreciation expense by $4,209 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 3 1 , 2002. 

Q. 

A. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 

revenue neutral. The difference between Staffs plant recommendation and the 

Company’s causes a corresponding difference in depreciation expense. In addition, the 

Company calculated its depreciation expense using incorrect component depreciation 

23 
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I 27 
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rates that it later corrected. Staff reviewed and accepted the new rates and Staff used the 

new rates in calculating rates. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Why is Staffs recommended depreciation expense different than the Company’s 

proposed amount? 

Staffs recommended depreciation expense is different for two reasons. First, the 

Company’s calculated depreciation expense used an incorrect component depreciation 

schedule which it later changed during the course of Staffs analysis. Staff recommended 

adopting the individual component account rates identified in the Company’s late-filed 

depreciation study which was reviewed and accepted by Staff and utilized to calculate the 

Staffs depreciation expense. Second, Staff calculated depreciation expense on its 

recommended plant, which reflects adjustments previously discussed. 

Please summarize Staff’s recommendations for depreciation expense. 

Staff recommends $40,261 for depreciation expense, a $12,466 decrease from the 

Company’s proposed $52,727. Staffs calculation includes the amortization of CIAC at 

the weighted proposed depreciation rates. Staffs recommendation is shown on Schedule 

REL-20. 

Operating Income Adiustment No. 12 - Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $53,253. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equalization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $59,612, an increase of $6,359 fi-om the 

Company’s proposal, as shown on Schedule REL-21. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q* 

A. 

Q. 

A. 

Operating Income Adiustment Nos. 13 and 14 - Income Taxes 

What income tax expense does Arizona Water propose for the San Manuel system? 

The Company proposed a negative $78,713 in federal income taxes and a negative 

$16,642 in state income taxes for a negative $95,355 combined income tax expense. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and Staffs recommended taxable income is different from 

the Company’s. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedule REL-22, Staff recommends a negative federal income tax of 

$89,987 and a negative state income tax of $19,823 for a combined negative income tax 

of $109,811. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $19,681 and 

state income tax of $4,336 for a combined income tax of $24,017. 

Rate Design - San Manuel 

Rate Design 

Did Staff prepare a schedule summarizing the present, Company-proposed, and 

Staffs recommended rates and charges? 

Yes. Schedule REL-23 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 

Please summarize Staffs rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 

break-point at 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 

3 
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Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

REVENUE REQUIREMENT 

LINE - NO. DESCRIPTION 

1 Adjusted Rate Base 

2 Adjusted Operating Income (Loss) 

3 

4 Required Rate of Return 

5 

6 

7 Gross Revenue Conversion Factor 

8 

9 Adjusted Test Year Revenue 

10 Proposed Annual Revenue (L8 + L9) Note A 

I1 Require Increase in Revenue (%) (L81L9) 

Current Rate of Return (L2 I L1) 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Increase In Gross Revenue (L7 * L6) 

[AI 
COMPANY 
OR1 GI NAL 

COST 

$ 793,993 

$ (186,409) 

-23.48% 

11 .OOOO% 

$ 87,339 

$ 273,748 

1.63241 

$ 446,869 

$ 474,250 

$ 921 ,I 19 

94.23% 

Schedule REL-1 

PI 
STAFF 

ORlG I NAL 
COST 

641,450 

(157,939) 

-24.62% 

8.5660% 

54,947 

212,886 

1.631 95 

347,419 

474,116 

821,535 

73.28% 

I' 
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Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

GROSS REVENUE CONVERSION FACTOR 
Line 
No. - 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective lncome Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate After lncome Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-1 ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of lncome Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax @ 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Svnchronization: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

1 .oooooo 
38.59888% 
0.12477% 

38.72365% 
1.631951 

100.00000% 
6.96800% 

93.03200% 
34.00000% 
31.63088% 
38.59888% 

0.20320% 
38.59888% 

61.40112% 
0.12477% 

Schedule REL- 2 

$ 706 

706 
$ 346.713 

38.59888% 
133,827 

$ 54,947 
(157,939) 

212,886 

$ 347,419 

STAFF 
Test Year Recommended 

$ 821,535 
$ 741,866 $ 742,572 
$ 16.742 
$ (284.492) 

$ 16,742 
$ 62,222 

6.968% 6.968% 

$ (264,668) $ 57,886 
$ (19,823) $ 4,336 

$ (89,987) 
$ (109,811) 

$ 133,827 

2.610% 
$ 16,742 

$ 19,681 
$ 24,017 



Schedule REL-3 

RATE BASE - ORIGINAL COST 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

I 
I 
I 
I 
I 

1 
I 
1 
I 
1 
I 
I 

m 

(C) 
STAFF 

AS 
ADJUSTED 

$ 1,514,841 
(708,955) 

$ 805,886 

(A) 
COMPANY 

AS 
FILED 

$ 1,554,600 

STAFF 
ADJUSTMENTS 

$ (39,759) 
27,119 

$ (12,640) 

LINE 
- NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

(736,074) 
$ 818,526 

LESS: 

Advances in Aid of Construction (AIAC) 4 (23,194) (23,194) 

$ (20,375) $ 5 
6 Less: Accumulated Amortization 
7 Net CIAC 

8 Total Advances and Contributions 

Contributions in Aid of Construction (CIAC) $ (20,375) 
2,990 

(17,385) 
2,990 

(17,385) 

(40,579) (40,579) 

9 Customer Deposits 

(93,372) 

10 Meter Advances 

11 Deferred Income Tax Credits (93,372) 

(38,700) 

8,033 

Working Capital 

Phoenix Office Allocation 

28,714 (67,414) 

(71,024) 

(1,465) 

$ (152,543) 

12 

13 

14 

15 

16 

17 

18 

79,057 

1,647 182 Meter Shop Allocation 

$ 641,450 I 
I 
1 
I 
I 
I 

$ 793,993 Total Rate Base 



I 
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Arizona Water Company - San Manuel 
Docket No. W-0144514-02-0619 
Test Year Ended December 31,2001 

LINE 
NO. DESCRIPTION 

Schedule REL-5 

COMPANY STAFF STAFF 
AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NOS. 1 ,2  and 3- PLANT IN SERVICE 

1 Actual Test Year Plant 
Post-Test Year Plant 

2 Post Test Year Retired Plant 
3 Adjusted Test Year Plant 

$ 1,455,009 $ 2,058 $ 1,457,067 
$ 99,591 $ (31,300) $ 68,291 
$ - $  (10,517) $ (10,517) 
$ 1,554,600 $ (39,759) $ 1,514,841 

4 



Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-6 

RATE BASE ADJUSTMENT NOS. 4 ,5 ,6  and 7 -ACCUMULATED DEPRECIATION 

LINE COMPANY STAFF STAFF 

NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 
1 Accumulated Depreciation, Actual $ (724,297) $ 36,235 $ (688,062) 
2 Accumulated Depreciation, Post-Test Year Plant $ (4,209) $ 3,175 $ (1,034) 

4 Accumulated Depreciation, Retired Plant $ - $  13,886 $ 13,886 
$ (736,074) $ 27,119 $ (708,955) 

3 Accumulated Depreciation, Test Year Plant $ (7,568) $ (26,177) $ (33,745) 



I 

Arizona Water Company - San Manuel 
Docket No. W-O1445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 7 

I 
OPERATING INCOME ADJUSTMENT NO. 8 - CASH WORKING CAPITAL 

(A) (B) (C) 
LINE COMPANY STAFF STAFF AS 
NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

I 
I 1 Cash Working Capital $ 7,402 $ (69,394) $ (61,992) 

2 Materials and Supplies Inventory 3,987 1,980 5,967 
3 Required Bank Balances 11,015 11,015 
4 Prepayments and special Deposit 6,310 6,310 
5 Total $ 28,714 $ (67,414) $ (38,700) 

I 
I 
I 

I 
1 
1 
I 

e 

I 



Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY 
NO. DESCRIPTION AS FILED 

Schedule REL-8 

STAFF STAFF 
ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NOS. 9 and 10 - PLANT IN SERVICE 

1 Phoenix Office Allocation $ 79,057 $ (67,655) $ 1 1,402 
2 Meter Shop Allocations $ 1,647 $ (1,465) $ 182 
3 Phoenix Office Allocation - Retirements $ - $  (3,369) $ (3,369) 

Adjusted Test Year Plant $ 80,704 $ (72,489) $ 8,215 
4 Meter Shop Allocation - Retirements $ - $  - $  

< 



Schedule REL-9 Arizona Water Company - San Manuel 
Docket No W-01445A-02-0619 
Test Year Ended December 31,2001 I 

I 
I 
I 
I 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

[AI [El [Cl 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

COMPANY 
TEST YEAR 
AS FILED 

STAFF 
TEST YEAR 

ADJUSTMENTS 

STAFF 
PROPOSED 
CHANGES 

LINE 
- NO. DESCRIPTION 

REVENUES: 
1 Total Operating Revenues 

EXPENSES: 
Source of Supply Expenses: 

STAFF 
RECOMMENDED 

$ 474,250 $ (134) $ 474,116 $ 347,419 $ 821,535 

2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 

15 
16 
17 

18 

Purchased Water 
Other 

Pumping Expenses: 
Purchased Power 
Purchased Gas 
Other 

Water Treatment Expenses 
Transmission and Distribution Expenses 
Customer Account Expenses 
Sales Expenses 
Administrative and General Expenses 

Total Operation and Maintenance 
Depreciation and Amortization 
Ad Valorem (Property) 

Taxes: 
Federal & State Income Tax 
Other 

Total Operating Expenses 

$ 258,703 
6,246 

31,358 

32,609 
30,393 
83,146 
86.740 

472 

$ 266,578 
6,246 

30,334 

32.609 
21.124 
81,165 
86,739 

472 

$ 266.578 
6,246 

30,334 

32,609 
21,124 - 
81.165 4 

87,445 
472 

706 

107,529 
$ 637,196 

(3,103) 
(7,5031 

104,426 
629,693 

104,426 5 

630,399 706 
52,727 
53,253 

(13,004 j 
6,359 

39,723 
59,612 

39,723 
59,612 

(95,355) (14,456) (109,811) 133,827 24,017 
12,838 

$ 660,659 
12,838 

$ 632,055 
12,838 

$ 766,589 

I 
$ (28,604) $ 134.533 

Operating Income (Loss) $ (186,409) $ 28,470 $ (157,939) $ 212,886 $ 54.947 





Arizona Water Company - Sam Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

OPERATING IN1 

STAFF AS 
ADJUSTED 

3ME ADJUSTMENT NO. 

Schedule REL- 1 1  

- REVENUE ANNUALIZATION 

1 Avg No. of Additional Cust. Served During TY $ (5) $ (5) 
298 

1 Avg Annual Revenue for Additional Customers $ (1,355) $ (134) $ (1,489) 
2 Avg Annual Bill Per Customer for TY 271 



Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-12 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

OPERATING INCOME ADJUSTMENT NO. 2 - BHP PURCHASED WATER ADJUSTMENT 

STAFF 
AS ADJUSTED 

4 Purchased Water - Unreconciled Amount - $  7,875 $ 7,875 
5 



Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-13 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 3 - PURCHASED PUMPING POWER EXPENSE 



I 

LINE 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

COMPANY STAFF STAFF AS 
AS FILED ADJUSTMENT ADJUSTED 

Schedule REL- 14 

OPERATING INCOME ADJUSTMENT NO. 4 -WATER TREATMENT EXPENSE I 

I 
1 
I 
I 
I 
I 
I 

I 

I 
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I 

LINE 
NO. 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

Schedule REL-15 

OPERATING INCOME ADJUSTMENT NO. 5 -WATER TESTING EXPENSE 



I 
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I 
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I 
I 
I 
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LINE COMPANY STAFF 

Schedule REL- 16 

STAFF AS 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

1 
i 
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I 
1 

LINE COMPANY STAFF 

I 
1 
I 
I 

STAFF 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-17 

NO. 

OPERATING INCOME ADJUSTMENT NO. 7 - TRANSMISSION AND DISTRIBUTION EXPENSE 

DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Transmission and Distribution Expense $ 83,146 $ (1,980) $ 81,166 
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I 
I 
1 
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LINE COMPANY STAFF 

I 
I 
I 
I 

STAFF 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-18 

NO. 

OPERATING INCOME ADJUSTMENT NO. 9 - CHARITABLE CONTRIBUTIONS 

DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 
Charitable Contributions, Gifts, Awards, Etc. $ 709 $ (709) $ 

3 
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STAFF AS 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. 

Schedule REL- 19 

DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 10 - RATE CASE EXPENSE 

4 Number of Years Amortized 
5 Annual Rate Case Expense 

v 

4,138 $ (2,394) $ 1,744 $ 
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COMPANY STAFF 

I 
I 
I 

STAFF 

Arizona Water Company - San Manuel 
Docket No. W -01 445A-02-0619 
Test Year Ended December 31,2001 

DESCRIPTION AS FILED 

Schedule REL-20 

ADJUSTMENT AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 11 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

- 
LINE 
NO. 

1 
2 

- 
Depreciation Expense 
ClAC Amortization 

$ 52,727 $ (12,466) $ 40,261 
(538) (538) 

$ 52,727 $ (13,004) $ 39,723 



I 
I 
I 
1 
I 

LINE 
NO. 

Arizona Water Company- San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

DESCRIPTION 

Schedule REL- 21 

OPERATING INCOME ADJUSTMENT NO. 12 - PROPERTY TAX EXPENSE 

2 2001 Annual Gross Revenues 
3 2002 Annual Gross Revenues 
4 Plus Staffs Recommended Increase 

i 

5 Subtotal (Lines 1 + 2 + 3 + 4) $ 2,088,689 .-I 

3 6 Three Year Average Calculation 7 Three Year Average (Line 5 I Line 6) $ 696,230 

2 8 Department of Revenue Multiplier 9 Revenue Base Value (Line 7 x Line 8) $ 1,392,459 

10 
11 
12 13 Assessment Ratio 0.25 

14 
15 
16 

Plus: 10% of 2001 CWlP 

I 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 

Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 

I 

I 

I 
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STAFF COMPANY LINE 

I 
I 
R 
I 

STAFF AS 
ADJUSTED 

I' 

AS FILED 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 22 

OPERATING INCOME ADJUSTMENT NOS. 13 and 14 - INCOME TAX EXPENSE 

ADJUSTMENT NO. DESCRIPTION 
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Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE DESIGN 

Monthly Usage Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 
Fire Hydrants Used For Construction Water 

Commodity Rates : 
Per 1,000 Gallons (In Excess of Minimum) 
Per 1,000 Gallons for 0 to 3,000 Gallons 
Per 1,000 Gallons for 3,001 to 50,000 Gallons 
Per 1,000 Gallons for Gallons in Excess of 50,000 

Service Line and Meter Installation Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 

Schedule REL-23 
Page 1 of 2 

Staff 
$ 13.98 $ 27.47 $ 19.26 
$ 31.07 $ 64.83 $ 41.60 
$ 93.22 $ 201.36 $ 183.76 
$ 155.37 $ 358.76 $ 212.35 
$ 269.31 $ 607.91 $ 443.74 
$ 362.53 $1,043.04 $ 526.78 
$ 362.53 $1,455.09 $ 854.56 
$ 673.27 $2,378.35 $ 1,228.50 

? 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

$ 0.9220 NIA NIA 
$ 0.9220 $ 1.6220 $ 1.3600 
$ 0.9220 $ 1.6220 $ 1.7000 
$ 0.9220 $ 1.6220 $ 2.0400 

(a) No charge for 5/8" and 1" if on existing pipelines. Full cost for 518" and 1" if 

(b) Full cost for 2"and larger if on existing or new pipelines. 
if on new pipelines. 
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Present 
Rates 

Arizona Water Company - San Manuel 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

---Proposed Rates--- 
Company I Staff 

RATE DESIGN 
CONTINUED 

Service Charges: 
Establishment 
Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test 
Late Charge 

Schedule REL-23 
Page 2 of 2 

(c) 

( 4  
$ 16.00 $ 

$ 35.00 $ 

$ 35.00 $ 
$ 10.00 $ 

$ 20.00 $ 
NIA 

( 4  

(d) 
16.00 $ 

35.00 $ 
25.00 $ 
35.00 $ 
20.00 $ 

(e) 

(c) Per Commission Rule A.A.C. R14-2-403B 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 
or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 

( 4  

(4 
16.00 

35.00 
25.00 
35.00 
20.00 

(e) 



I 
I 
I 
I 
1 
1 
I 
Io 
I 
1 
I 
I 
D 
1 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base schedule? 

Yes, shown on Schedule REL-3, Staff recommends rate base of $2,200,445. Staffs 

recommended rate base is a decrease of $374,242 from the Company's proposal of 

$2,574,687. Staffs rate base adjustments are described below. 

1 
I 
1 
II 
I 

Rate Base Adiustment No. 1 - Plant In Service 

What adjustment to actual test year plant did the Company propose for the Sierra 

Vista system? 

The Company recommended increasing actual Plant In Service by $160,557. This 

amount represents all actual and projected plant additions placed in service or expected tc 

Direct Testimony of Ronald E. Ludders 
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Sierra Vista 
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23 

24 

25 

26 

27 

28 

Q* 

A. 

Q- 
A. 

Q* 

A. 

SIERRA VISTA 

Summary of Proposed Revenue - Sierra Vista 

Did Staff prepare a schedule representative of the Company's proposed increase 

and Staffs recommended revenue requirement? 

Yes, please refer to schedule REL-1. The Company proposes total annual operating 

revenue of $1,308,079 which represents an increase of $411,594, or 45.91 percent, over 

the Company adjusted test year revenue of $896,485. 

Staffs recommended total annual operating revenue for the Sierra Vista system is 

$1,105,272. Staffs recommendation represents an increase of $208,109, or 23.20 

percent, over Staffs adjusted test year revenue of $897,163. 

Rate Base - Sierra Vista 

be placed in service by December 3 1 , 2002, twelve months past the test year. 
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Does Staffs recommended rate base include plant placed into service after the test 

year? 

Yes. Staff included $106,477 of plant in rate base that the Company placed into service 

after the end of the test year but not later than December 3 1 , 2002, a reduction of $54,080 

from the Company’s figure of $160,557 as shown on Schedule REL-5. 

Rate Base Adjustment No. 2 - Post-Test Year Plant Retirements 

Did the Company make any adjustment for plant retired during the 2002 post-test 

year period? 

No, since the Company had requested the Plant In Service additions of certain plant, it is 

proper to remove corresponding plant that was replaced by the post-test year additions. 

Staff therefore removed $8,986 from Plant In Service as shown on Schedule REL- 5, and 

from Accumulated Deprecation. 

Please summarize Staffs recommendations regarding Plant In Service. 

Staff recommends $5,219,298 for Plant In Service, a $63,066 decrease from the 

Company’s proposed $5,282,364. The calculation of Staffs recommendation is shown 

on Schedule REL-5. 

Rate Base Adiustment Nos. 3,4, 5 and 6 - Accumulated Depreciation 

What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 4 of 11 of the 

filing, increased Accumulated Depreciation by $5,537 to reflect twelve months of - 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 31,2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 4 of 11 of the filing, increased Accumulated 
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Depreciation by $20,152 and represents six months of depreciation expenses on test year 

plant additions. 

Q. Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

A. No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 31, 2002, cut-off 

date. 

Q. What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

A. 

depreciation expense. 

Q. How did Staff calculate its recommended Accumulated DeprecAion balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

A. 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant including in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 
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Construction Work in Progress (“CWIP”) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff increased 

Accumulated Depreciation by $92,722, from $1,406,900 to $1,499,622. This adjustment 

is made up of several components including a $946 (adjustment no. 3) reduction to actual 

Accumulated Depreciation as a result of Staffs analysis. Staff recommends increasing 

the pro forma adjustment for Accumulated Depreciation on test year plant by $1 12,13 1 

(adjustment no. 5 )  from $20,152 to $132,283, and it recommends decreasing the pro 

forma adjustment for Accumulated Depreciation on post-test year plant additions by 

$3,912 (adjustment no. 4) from $5,537 to $1,625. Additionally, Staff removed $14,551 

(adjustment no. 6) in retired post-test year plant from Accumulated Depreciation in 

accordance with NARUC - USOA accounting procedures. 

Rate Base Adjustment No. 7 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $70,439 for working capital. Schedule B-5, page 1 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $24,193 cash working capital 

component of workmg capital. 
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1 

2 

Why does Staff disagree with the Company’s proposed cash working capital 

component of the working capital allowance? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 

What is the result of Staffs lead-lag analysis? 

Staffs lead-lag analysis indicates a negative $74,539 cash working capital component or 

a reduction of $98,732 below the Company’s $24,193 figure. In other words, ratepayers 

are providing working capital to the system. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of negative $28,293, as shown on 

Schedule REL-7. 

Rate Base Adiustment No. 8 and 9 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test year 

additions? 

Using the Company’s allocation factors, Staff decreased the Phoenix Office allocation by 

$1 17,737, which included $5,565 of post-test year retired plant. Additionally, Staff 

reduced the Meter Shop allocation by $2,420. Staffs total adjustment reduced the 

Phoenix Office and Meter Shop allocations by $119,722, from $133,289 to $13,567 as 

shown on Schedule REL-8. 
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Operating Income -Sierra Vista 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Operatinv Income Summary 

What are Staffs recommended test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $897,163, expenses of $836,195, and an 

operating income of $60,968 as shown on Schedules REL-9. Staffs adjustments are 

discussed below. 

Operating Income Adiustment No. 1 - Revenue Annualization Adjustment 

How did the Company annualize revenue? 

The Company multiplied 11 (that represents the average growth in customers on the 

Sierra Vista’s system during the test year) by $326 (which is the Company’s 

determination of annual revenue per customer) that resulted in a revenue increase of 

$3,586. 

Did Staff make an adjustment to annual revenue in the Company’s calculation? 

Yes. Staff made a $678 adjustment to increase the Company’s proposed annualization 

from $3,586 to $4,264. Staffs calculation of the adjustment is shown on Schedule REL- 

11. Staffs recalculation recognizes revenue from all meter sizes and calculated the 

average annual revenue per customer to be $388 rather than the Company’s $326. 

Operating Income Adjustment No. 2 - Purchased Pumping Power 

--. 

’? 

Did Staff adjust Purchased Pumping Power? 

Yes. Staff accepted the Company’s Purchased Pumping Power with the exception of a 

repaired pump inadvertently allocated and posted to Sierra Vista expense. Staff 

reclassified and transferred the $2,545 Purchased Pumping Power expense to the Bisbee 

system Plant In Service - Electrical Pumping Power account, thereby reducing Sierra 

Vistas’ Purchased Pumping Power expense by $2,545, from $162,283 to $159,738, as 

shown on Schedule REL-12. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Operating Income Adjustment Nos. 3,6, and 7 - Expense Annualization Adjustment 

Did Staff recalculate annualized expenses? 

Yes. Staffs calculations are shown as adjustments nos. 3, 6 and 7 and are shown on 

Schedule REL-13. Staff recommends an expense annualization adjustment of $2,288, 

increasing expenses by $9 compared to the Company’s expense adjustment of $2,279. 

Operating Income Adjustment No. 4 -Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes. Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them poJ to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to Sierra 

Vista was decreased from the Company’s pro forma adjustment by $639, from $26.475 to 

$25,836, as shown on Schedule TeEL-14. Please refer to Mr. Hammon’s testimony. 

Operating Income Adjustment No. 5 -Water Testing Expense 

What is Arizona Water’s proposed Water Testing Expense for the Sierra Vista 

system? 

Sierra Vista’s proposed Water Testing Expense is $7,102. Water Testing Expense is a 

component of the Company’s proposed $26,475 Water Treatment Expense, as shown on 

Schedule REL-15. 

Does Staff agree with the Company’s Water Testing Expense? 

No. Staff recommends this expense be based on Staffs water testing expense analysis of 

$2,710, which decreases annual operating expenses by $4,392. The adjustment is 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income Adiustment No. 5 - Rate Case Expense 

What Rate Case Expense does Arizona Water propose for the Sierra Vista system? 

The Company proposed total Rate Case Expense of $20,527. Rate Case Expense is a 

component of the Company’s proposed $1 58,596 Administrative and General Expense, 

shown on Schedule REL-16. 

Does Staff agree that the Company’s Rate Case Expense for the Sierra Vista system 

is reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the Sierra Vista system? 

Staff recommends allocating $14,419 to the Sierra Vista system. Staffs recommended 

allocation uses the Company-proposed allocation factor of 0.07970 percent (Si 80,913 x 

0.07970 = $14,419). Staffs recommended annual Rate Case Expense of $2,884 ($14,419 

amortized over five years), is a decrease of $3,958 compared to the Company’s request of 

6,842, as shown on Schedule REL-16. 

Operating Income Adiustment No. 9 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even though charitable contributions bear no relationship to the provision of water 

service. Therefore, Staff removed $1,171 from the Administrative and General account, 

as shown on REL-17. 

Operating Income Adjustment No. 10 - Depreciation and Amortization Expense 

What did the Company propose for depreciation expense? 

The Company proposed $142,473 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 
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shown on Schedule C-2, page 15 of 36 of the filing, increased depreciation expense by 

$20,152 to provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 16 of 36 of the filing, increased depreciation expense by $5,537 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 3 1 , 2002 

Q. 
A. 

Q. 
A. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 

revenue neutral. The difference between Staffs plant recommendation and the 

Company’s causes a corresponding difference in depreciation expense. In addition, the 

Company calculated its depreciation expense using dated component depreciation rates 

that it later corrected. Staff reviewed and accepted the new rates which were used in this 

calculation. 

What are the components of Sierra Vista’s proposed depreciation expense? 

The Company proposed depreciation expense is composed of $1 16,754 recorded in the 

test year, a $20,152 pro forma adjustment to recognize an additional half-year of 

depreciation of test year plant additions, and a positive $5,537 pro forma adjustment to 

recognize twelve months of depreciation and amortization of post-test year plant 

additions for a total of $142,443. 
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Why is Staffs recommended depreciation expense different than the Company’s 

proposed amount? 

Staffs recommended depreciation expense is different for two reasons. First, the 

Company’s calculated depreciation expense used a dated component depreciation 

schedule which it later changed during the course of Staffs analysis. Staff recommends 

adopting the individual component account rates identified in the Company’s late-filed 

depreciation study which was reviewed and accepted by Staff who used it to calculate 

Staffs depreciation expense. Second, Staff calculated depreciation expense on its 

recommended plant, which reflects adjustments previously discussed. 

Please summarize Staffs recommendations for depreciation expense. 

Staff recommends $154,176 for depreciation expense, a $1 1,733 increase from the 

Company’s proposed $142,443. Staffs calculation includes the amortization of CIAC at 

the weighted proposed depreciation rates. Staffs recommendation is shown on Schedule 

REL-18. 

Operating Income Adjustment No. 11 - Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $63,555. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equ lization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $57,518, a decrease of $6,037 from the 

Company’s proposal, as shown on Schedule REL-19. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Operating Income Adjustment No. 12 and 13 - Income Taxes 

What income tax expense does Arizona Water propose for the Sierra Vista system? 

The Company proposed $4,033 in federal income taxes and a negative $231 in state 

income taxes for a combined income tax of $3,802. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and its recommended taxable income is different from the 

Company’ s . 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedules REL-20, Staff recommends a federal income tax of $1,822 and a 

state income tax of $401 for a combined income tax of $2,223. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $67,515 and 

state income tax of $14,873 for a combined income tax of $82,388. 

Rate Design - Sierra Vista 

Rate Design 

Did Staff prepare a schedule summarizing the present, Company-proposed, and 

Staffs recommended rates and charges? 

Yes. Schedule REL -21 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 

Please summarize Staff‘s rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 

break-point at 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 
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Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

REVENUE REQUIREMENT 

LINE 
DESCRIPTION - NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L l )  

Required Rate of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Increase In Gross Revenue (L7 * L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) Note A 

Require Increase in Revenue (%) (L8/L9) 

[AI 
COMPANY 
OR1 GI NAL 

COST 

2,574,687 

31,077 

1.21 % 

11.0000% 

283,216 

252,139 

1.63241 

41 1,594 

896,485 

1,308,079 

45.91 % 

Schedule REL-1 

PI 
STAFF 

ORIGINAL 
COST 

2,200,445 

60,968 

2.77% 

8.5660% 

188,490 f 
127,522 

1 531 95 

208,109 

897,163 

1,105,272 

3 

23.20% 
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Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Line 
No. 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective lncome Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate After lncome Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-1 ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of lncome Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax @ 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Synchronization: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

Schedule REL- 2 

1 .oooooo 
38.59888% 
0.12477% 

38.72365% 
1.631951 

100.00000% 
6.96800% 

93.03200% 

0.20320% 

61.401 12% 
0.1 2477% 

$ 423 

423 
$ 207,686 

38.59888% 
80,165 

127,522 

$ 208,109 

Test Year 

$ 833.971 

STAFF 
Recommended 
$ 1,105,272 
$ 834,394 

$ 57,432 $ 57,432 
$ 5,760 $ 213,446 

6.968% 6.968% 

$ 5,359 $ 198.573 
$ 401 $ 14,873 

$ 1,822 
$ 2,223 

$ 67,515 
$ 82,388 

$ 80,165 

2.610% 
$ 57,432 

$ 127.522 
1.631951 

$ 208,109 



I 
Schedule REL-3 Arizona Water Company - Sierra Vista 

Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE BASE - ORIGINAL COST 

(A) (B) (C) 
COMPANY STAFF 

AS STAFF AS 
FILED ADJUSTMENTS ADJUSTED 

$ 5,282,359 $ (63,066) $ 5,219,293 
(1,406,900) (92,722) (1,499,622) 

$ 3,875,459 $ (155,788) $ 3,719,671 

LINE I - NO. 

I 
1 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

LESS: 

4 Advances in Aid of Construction (AIAC) (587,611) (587,611) 

5 Contributions in Aid of Construction (CIAC) $ (699,448) $ $ (699,448) 
6 Less: Accumulated Amortization 11 3,980 1 13,980 

I 
1 7 Net CIAC (585,468) (585,468) 4 

8 Total Advances and Contributions (1,173,079) 

- 

(1,173,079) 
1 

- 

(331,421) 

I 9 Customer Deposits 

10 Meter Advances 

(331,421) 
- 

11 Deferred Income Tax Credits 

I ADD: 

12 Working Capital 

I 13 Phoenix Office Allocation 

70,439 

130,569 

(98,732) (28,293) 

(1 17,302) 13,267 

300 I 14 Meter Shop Allocation 2,720 (2,420) I 
15 

I 16 

17 

18 Total Rate Base I 
- - 

$ 2,574,687 $ (374,242) $ 2,200,445 
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Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Schedule REL-5 

STAFF 
AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 1 and 2 - PLANT IN SERVICE 



Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-6 

RATE BASE ADJUSTMENT NOS. 3,4,5 AND 6 -ACCUMULATED DEPRECIATION 

[AI PI [CI 

COMPANY STAFF STAFF LINE 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Accumulated Depreciation, Actual $(1,381,211) $ 946 $ (1,380,265) 
2 Accumulated Depreciation, Post-Test Year Plant $ (5,537) $ 3,912 $ (1,625) 
3 Accumulated Depreciation, Test Year Plant $ (20,152) $ (112,131) $ (132,283) 
4 Accumulated Depreciation, Retired Plant $ - $  14,551 $ 

$(1,406,900) $ (92,722) $ (1,499,622) 
14,551 



1 
I 

LINE COMPANY STAFF I 
I 
1 

STAFF AS 

Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 7 

OPERATING INCOME ADJUSTMENT NO. 7 - CASH WORKING CAPITAL 

NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 



I 
I 
I 
I 
I 
1 
1 
I 
I 
8 
I 
I 
I 
I 
I 
I 
I 
1 
I 

Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE BASE ADJUSTMENT NO. 8 and 9 - PLANT IN SERVICE 

[AI 

LINE COMPANY 
NO. DESCRIPTION AS FILED 

1 Phoenix Office Allocation $ 130,569 
2 Meter Shop Allocations $ 2,720 
3 Phoenix Office Allocation - Retirements $ 

Schedule REL-8 

[B] [CI 

STAFF STAFF 

$ (111,737) $ 18,832 
$ (2,420) $ 300 
$ (5,565) $ (5,565) 

Adjusted Test Year Plant $ 133,289 $ (119,722) $ 13,567 
4 Meter Shop Allocation - Retirements $ - $  - $  
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Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

LINE 
- NO. DESCRIPTION 

REVENUES: 
1 Total Operating Revenues 

EXPENSES: 
Source of Supply Expenses: 

2 Purchased Water 
3 Other 

Pumping Expenses: 
4 Purchased Power 
5 Purchased Gas 
6 Other 
7 Water Treatment Expenses 
8 Transmission and Distribution Expenses 
9 Customer Account Expenses 

10 Sales Expenses 
11 Administrative and General Expenses 
12 Total Operation and Maintenance 
13 Depreciation and Amortization 
15 Ad Valorem (Property) 

Taxes: 
14 
16 Other 
17 Total Operating Expenses 

Federal & State Income Tax 

18 Operating Income (Loss) 

[AI 

COMPANY 
TEST YEAR 
AS FILED 

$ 896,485 

$ 
1,540 

162,283 
504 

27,471 
26,475 

139,484 
122,643 

666 
158,596 

$ 639,662 
142.443 
63,555 

3,802 
15,946 

$ 865,408 

$ 31,077 

STAFF 
TEST YEAR 

ADJUSTMENTS 

$ 678 

(5,031 
4 
4 

(5,129) 
(12,696) 

$ (29,2131 

$ 29,891 

[CI 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

$ 897,163 

$ 
1,540 

159,739 
504 

27,471 
21,444 

139,488 
122,647 

666 
153,467 
626,966 
133,542 
57,518 

2,223 
15,946 

$ 836,195 

$ 60,968 

[Dl 

STAFF 
PROPOSED 
CHANGES 

$ 208,109 

423 

423 

80,165 

$ 80,588 

$ 127,522 

Schedule REL-9 

[El 

STAFF 
RECOMMENDED 

$ 1,105,272 

$ 
1,540 

159,739 
504 

27,471 
21,444 

123,070 
666 

153,467 

133,542 
57.518 

82.388 

139,488 4 

627,388 7 

15[946 
$ 916,782 

$ 188,490 



I 
I 
1 
1 
I 
I 
I 
I 
1 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 

0 

f 

Y) 



Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

COMPANY STAFF 
AS FILED ADJUSTMENT 

LINE 
NO. DESCRIPTION 

Schedule REL- 1 I 

STAFF AS 
ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALlZATlON 
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Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. DESCRIPTION 

Schedule REL-12 

AS FILED ADJUSTMENTS AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 2 -PURCHASED PUMPING POWER EXPENSE 

1 Purchased Pumping Power Expense $ 162,283 $ (2,545) $ 159,738 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 13 

STAFF AS 
ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 3 ,6  and 7 - EXPENSE ANNUALIZATION 

2 Purchased Pumping Power 
3 Water Treatment Expense 
4 Transmission & Distribution Expense 

914 
105 
670 

1 

4 

91 5 
105 
674 

5 Customer Accounting 583 4 587 
6 Total $ 2,279 $ 9 $  2,288 



Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Schedule REL-14 

STAFF 
AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 4 -WATER TESTING EXPENSE 

1 Water Tre: Water Treatment 

I 

$ 26.475 $ (639) $ 25.836 
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LINE COMPANY STAFF 

Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 

Schedule REL-15 

NO. DESCRIPTION AS FILED 

OPERATING INCOME ADJUSTMENT NO. 5 -WATER TESTING EXPENSE 

ADJUSTMENTS AS ADJUSTED 

1 Annual Water Testing Expense $ 7,102 $ (4,392) $ 2,710 
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AS FILED ADJUSTMENT 

Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 
ADJUSTED 

OPERATING INCC IE 

Schedule REL- 16 

DJUSTMENT NO. 8 - RATE CASE EXPENSE 

4 Number of Years Amortized 
5 Annual Rate Case Expense 

.J 

$ 6,842 $ (3,958) $ 2,884 
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NO. 

Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-17 

STAFF STAFF COMPANY 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 9 - CHARITABLE CONTRIBUTIONS 

1 Charitable Contributions, Gifts, Awards, Etc. $ 1,171 $ (1,171) $ 
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Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. DESCRIPTION 

Schedule REL-18 

AS FILED ADJUSTMENT AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 10 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

1 Depreciation Expense 
2 ClAC Amortization 

$ 142.443 $ 11,733 $ 154,176 
(20,634) (20,634) 

$ 142,443 $ (8,901) $ 133,542 



Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 19 

OPERATING INCOME ADJUSTMENT NO. 11 - PROPERTY TAX EXPENSE 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

$ 3,019,771 

2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staff's Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) 
Three Year Average Calculation 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Multiplier 
Revenue Base Value (Line 7 x Line 8 )  
Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

3 
$ 1,006,590 

0.25 
$ 496.392 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 



Arizona Water Company - Sierra Vista 

Test Year Ended December 31,2001 
I Docket No. W-01445A-02-0619 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

1 
1 STAFF AS 

ADJUSTED 

I 
I 

I 

Schedule REL- 20 

OPERATING INCOME ADJUSTMENT NO. 12 and 13 - INCOME TAX EXPENSE 

2 State Income Taxes 
3 Total Income Taxes 

632 401 
2,223 

(231 ) 
$ 3,802 $ (1,579) $ 

1 

I 

3 



Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0699 
Test Year Ended December 31,2001 

RATE DESIGN 

Monthly Usage Charge: 
518" x 314" Meter 

1 'I Meter 
2" Meter 
3" Meter 
4" Meter 
6 Meter 
8" Meter 

I O "  Meter 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8 Meter 

I O "  Meter 
Fire Hydrants Used For Construction Water 

Commodity Rates : 
Per 1,000 Gallons (In Excess of Minimum) 
Per 1,000 Gallons for 0 to 3,000 Gallons 
Per 1,000 Gallons for 3,001 to 50,000 Gallons 
Per 1,000 Gallons for Gallons in Excess of 50,000 

Service Line and Meter Installation Charge: 
518" x 3/4" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 

Schedule REL-21 
Page 1 of 2 

Minimum Monthly Usage Charge 
Present I ---Proposed Rates--- I Rates I Company I Staff I 

$ 12.43 $ 18.25 $ 16.20 
24.86 $ 41.06 $ 33.01 
62.15 $ 118.63 $ 154.12 

103.58 $ 212.98 $ 296.19 
207.16 $ 380.15 $ 419.16 
362.53 $ 722.34 $ 604.72 
362.53 $ 996.09 $ 725.66 
673.27 $1,634.84 $ 907.08 

,000 0 0 
,000 0 0 
,000 0 0 
,000 0 0 
,000 0 0 
,000 0 0 

1,000 0 0 
1,000 0 0 
1,000 0 0 

$ 1.5950 NIA N/A 
$ 1.5950 $ 2.1130 $ 1.3580 
$ 1.5950 $ 2.1130 $ 1.6980 
$ 1.5950 $ 2.1130 $ 2.0380 

(a) No charge for 5/8" and 1" if on existing pipelines. Full cost for 5/8" and 1" if 

(b) Full cost for 2"and larger if on existing or new pipelines. 
if on new pipelines. 



I 
Arizona Water Company - Sierra Vista 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 I 

1 
Service Charges: 

RATE DESIGN 
CONTINUED 

Establishment I Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test I Late Charge 

Schedule REL-21 
Page 2 of 2 

I Present I ---Proposed Rates--- 1 
I Rates I Company I Staff I 

$ 16.00 $ 16.00 $ 16.00 
(c) 

(d) 
$ 16.00 $ 

!$ 35.00 $ 
!$ 10.00 $ 
$ 35.00 $ 
$ 50.00 $ 

NIA 

(4 

(d) 
16.00 

35.00 
25.00 
35.00 
50.00 

(e) 

(c) Per Commission Rule A.A.C. R14-2-4038 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 
or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 

I 

I 
I 

(c) 

( 4  
!$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 

I 
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SUPERIOR SYSTEM 

Summary of Proposed Revenue- Superior 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Did Staff prepare a schedule representative of the Company’s proposed increase 

and Staffs recommended revenue requirement? 

Yes, please refer to schedule REL-1. The Company proposes total annual operating 

revenue of $1,190,319 which represents an increase of $491,351, or 70.30 percent, over 

the Company adjusted test year revenue of $698,968. However, the Company’s Schedule 

A-1 shows an increase in revenue of $61,063 that when added to the adjusted test year 

revenue of $698,968 results in annual revenue of $760,031 or a difference of $430,288. 

Staffs recommended total annual operating revenue for the Superior system is 

$1,024,222. Staffs recommendation represents an increase of $325,633, or 46.61 

percent, over its adjusted test year revenue of $698,589. 

Rate Base - Superior 

Original Cost Rate Base 

Did Staff prepare an Original cost Rate Base schedule? 

Yes, shown on Schedule REL-3, Staff recommends a rate base of $2,400,573. Staffs 

recommended rate base is a decrease of $273,003 from the Company’s proposal of 

$2,673,576. Staffs rate base adjustments are described below. 

Rate Base Adjustment No. 1 - Addition of Post-Test Year Plant 

Does Staffs recommended rate base include plant placed into service after the test 

year? 

Yes, Staff included $276,104 of plant in rate base that the Company placed into service 

after the end of the test year but no later than December 31, 2002 as shown on REL-5. 
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Staff decreased the Company’s post-test year plant additions by $27,773, from $303,877 

to $276,104. 

Q. 

A. 

Q- 
A. 

Q. 

A. 

Rate Base Adjustment No. 2 - Post -Test Year Retired Plant 

Did the Company make any adjustment for plant retired during the 2002 post-test 

year period? 

No, since the Company had requested the Plant In Service additions of certain plant, it is 

proper to remove the corresponding plant that was replaced by the plant additions. Staff 

therefore removed $700 from Plant In Service also shown on Schedule REL-5, and from 

Accumulated Depreciation. 

Please summarize Staffs recommendations regarding Plant In Service. 

Staff recommends $4,299,052 for Plant In Service, a $28,473 decrease from the 

Company’s proposed $4,327,525. Staffs recommendation is shown on Schedule REL-5 

Rate Base Adjustment Nos. 3,4, 5 and 6 - Accumulated Depreciation 

What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

The Company proposed two pro forma adjustments for Accumulated Depreciation. Tht 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 9 of 11 of thc 

filing, increased Accumulated Depreciation by $6,5 15 to reflect twelve months o 

depreciation expense on the Company’s proposed post-test year plant additions that werc 

expected to be completed by December 31,2002. The Company’s pro forma adjustmen 

no. 3, as shown on Schedule B-2, page 9 of 11 of the filing, increased Accumulatec 

Depreciation by $9,524 and represents six months of depreciation expenses on test yea 

plant additions. 

B 
h 
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Q- 

A. 

Q. 

A. 

Q. 
A. 

Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 3 1 , 2002 cut-off date. 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant included in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 

Construction Work in Progress (“CWIP”) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff increased 

accumulated depreciation by $80,890, from $986,086 to $1,066,976. This adjustment is 

made up of several components including a $5,364 (adjustment no. 3) decrease as a result 

of Staffs analysis. Staff recommends increasing the pro forma adjustment for 

Accumulated Depreciation on test year plant by $93,550 (adjustment no. 5 )  from $9,524 

to $103,074, and it recommends decreasing the pro forma adjustment for Accumulated 

Depreciation on post-test year plant additions by $2,769 (adjustment no. 4) from $6,515 

to $3,746. Additionally, Staff removed $4,527 (adjustment no. 6) in retired post-test year 

plant from Accumulated Depreciation in accordance with NARUC - USOA accounting 

procedures. 

Rate Base Adiustment No. 5 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $27,887 for working capital. Schedule B-5, page 2 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $7,767 cash working capital 

component of the working capital allowance. 

Why does Staff disagree with the Company’s proposed cash working capital 

component of working capital? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 
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1 

2 

What is the result of Staffs lead-lag analysis? 

Staff lead-lag analysis indicates a negative $75,180 cash working capital component or a 

reduction of $82,947 compared the Company’s $7,767 figure. In other words, ratepayers 

are providing working capital to the system. 

How else did Staff adjust Cash Working Capital? 

Staff increased the Materials and Supply Inventory by $1,635, from $443 to $2,078 as a 

result of materials that were transferred from Transmission and Distribution Expense to 

Working Capital. 

What Working Capital allowance does Staff recommend? 

Staff recommends a working capital allowance of negative $53,425 as shown on 

Schedule REL-7. 

Rate Base Adjustment No. 8 and 9 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test year 

additions? 

Using the Company’s allocation factors, Staff decreased the Phoenix Office allocation by 

$80,665, which included $3,827 of post-test year retired plant. The Meter Shop 

allocation was reduced by $1,663. Staffs total adjustment reduced the Phoenix Office 

and Meter shop allocations by $82,328, from $91,658 to $9,330. Staffs analysis i5 

shown on Schedule REL-8. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Operating Income - Superior 

Operating Income Summary 

What are Staff’s recommended test year revenue, expenses, and operating 8 income? 

Staffs analysis resulted in test year revenue of $698,589, expenses of $692,492 and an 

operating income of $6,097 as shown on Schedules REL-9. Staffs adjustments are 

discussed below. 

Operating Income Adjustment No. 1 - Revenue Annualization Adjustment 

How did the Company annualize revenue? 

The Company multiplied a negative 7 (that represents the average loss in customers on 

the Superior system during the test year) by $379 (which is the Company’s determination 

of annual revenue per customer) that resulted in a revenue decrease of $3,367. 

Did Staff make an adjustment to annual revenue in the Company’s calculation? 

Yes. Staff made a $481 adjustment to decrease the Company’s proposed annualization 

from negative $3,367 to negative $3,746. Staffs calculation of the adjustment is shown 

on Schedule REL-11. Staffs recalculation recognizes revenue from all meter sizes and 

calculated the average annual revenue per customer to be $481 rather than the 

Company’s $379. 

Operating Income Adjustment No. 2 - Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes, Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them not to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. (See Mr. Hammon’s testimony). 

The amount applicable to Superior was decreased from the Company’s pro forma 

expense by $7,104. Additionally, Staff removed $1,236 of Superior’s Water Treatment 
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Expense and transferred it to the Miami system and reclassified it as Material and 

Supplies Inventory. This adjustment, totaling $8,340 reduced Water Treatment Expense 

from $30,792 to $22,452 as shown on Schedule REL-12. 

23 

24 

25 

26 

27 

28 

Q. 
A. 

Operating Income Adjustment No. 3 -Water Testing Expense 

What is Arizona Water’s proposed Water Testing Expense? 

Arizona Water’s proposed Water Testing Expense of $2,125 for the Superior system. 

Water Testing Expense is a component of the Company’s proposed $30,792 Water 

Treatment Expense, shown on Schedule REL -1 3. 

Did Staff agree with the Company’s Water Testing Expense? 

No. Staff recommended this expense be based on Staffs water testing expense analysis 

of $1,618, which decreases annual operating expenses by $507. The adjustment is 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 

Operating Income Adiustment No. 4- Transmission and Distribution Expense 

What adjustment did Staff make to Transmission and Distribution Expense? 

Staff adjusted Transmission and Distribution Expenses downward by $1,635. Thc 

Company inadvertently posted $1,635 to Transmission and Distribution Expense tha 

should have been posted to Materials and Supplies Inventory. This entry reduced thc 

account from $159,574 to $157,939 and corrects the misclassification as shown 01 

Schedule EL-14.  
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Operating Income Adjustment No. 5 and 6 - Expense Annualization Adjustment 

Has Staff recalculated the amount of annualized expenses? 

Yes. Staff calculations are shown as adjustments nos. 5 and 6 and are shown on Schedule 

REL-15. Staff recommended an expense annualization adjustment of a negative $2,130, 

a decrease of $6 from the Company’s adjustment of a negative $2,121. 

Operating Income Adjustment No. 7 - Rate Case Expense 

What Rate Case Expense did Arizona Water propose for the Superior system? 

The Company proposed total Rate Case Expense of $14,114 for the Superior system. 

Rate Case Expense is a component of the Company’s proposed $98,965 Administrative 

and General Expense, shown on Schedule REL-16. 

Does Staff agree that the Company’s Rate Case Expense for the Superior system is 

reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the Superior system? 

Staff recommends allocating $9,914 to the Superior system. Staffs recommended 

allocation uses the Company-proposed allocation factor of 0.05480 percent ($1 80,913 x 

0.05480 = $9,914 Staff recommends annual Rate Case Expense of $1,983 ($9,914 

amortized over five years), a decrease of $2,722 from the Company’s request of $4,705, 

as shown on Schedule REL-16 

4 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income Adiustment No. 8 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even though charitable contributions bear no relationship to the provision of water 

service. Therefore, Staff removed $805 from the Administrative and General account, as 

shown on REL-17. 

Operating Income Adjustment No. 9 - Depreciation and Amortization Expense 

What did the Company propose for depreciation expense? 

The Company proposed $1 18,s 17 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 31 of 36 of the filing, increased depreciation expense by 

$2,532 provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 32 of 36 of the filing, increased depreciation expense by $516 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 31,2002. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 

revenue neutral. The difference between Staffs plant recommendation and the 

Company’s causes a corresponding difference in depreciation expense. In addition, the 

Company calculated its depreciation expense using dated component depreciation rates 

that it later corrected. Staff reviewed and accepted the new depreciation rates which were 

used in calculating rates. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please summarize Staffs recommendations for depreciation expense. 

Staff recommends $118,359 for depreciation expense, a $458 decrease from the 

Company’s proposed $1 18,817. Staffs calculation includes the amortization of CIAC at 

the weighted proposed depreciation rates. Staffs recommendation is shown on Schedule 

EL-18 .  

Operating Income Adjustment No. 10 - Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $64,071. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equalization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $74,875, an increase of $10,805 from the 

Company’s proposal of $64,071 as shown on Schedule REL-19. 

Operating Income Adiustment Nos. 10 and 11 - Income Taxes 

What income tax expense did Arizona Water propose? 

The Company proposed a negative $22,627 in federal income taxes and a negative 

$5,474 in state income taxes for a combined negative income tax of $28,101. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and Staffs recommended taxable income is different from 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedules REL-20, Staff recommends negative federal income tax of 

$29,136 and negative state income tax of $6,418 for a combined negative income tax of 

$35,554. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $73,655 and 

state income tax of $16,226 for a combined income tax of $89,881, 

Rate Design - Superior 

Rate Consolidation 

Did Staff review the Company’s proposal to consolidate rates for the Apache 

Junction and Superior systems? 

Yes. Staff has reviewed the rate consolidation plan. 

What is the Company’s rationale for the rate consolidation plan? 

The Company seeks an interconnection between the two systems which it believes will 

provide increased reliability for customers of both systems. The Company proposes to do 

this in two phases. Phase one would equalize the two systems basic monthly charge. 

Step two, to be considered in the Eastern Groups next rate case would combine the 

commodity charges of the two systems. (See Direct Testimony of Ralph Kennedy, pages 

11 and 12.) 

Does Staff recommend approval of the Company’s rate consolidation plan? 

No. According to Staff Engineering there is no interconnection between Apache Junction 

and Superior, and there are CC&N voids between the Apache Junction system and the 

well field at Florence Junction. Additionally, the Apache Junction and Superior systems 
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exhibit differences in revenue requirements due to the age of the respective infrastructure, 

maintenance costs, power costs and growth rates. Staff recommends that each of the 

Eastern Group’s eight systems have their own unique rates based upon the characteristics 

of each system. Rate consolidation causes cross-subsidization among systems and results 

in unfair rates. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Rate Desi,gn 

Did Staff prepare a schedule summarizing the present, Company-proposed, and 

Staff‘s recommended rates and charges? 

Yes. Schedule REL-21 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 

Please summarize Staffs rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 

break-point at 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

. 6  

7 

8 

9 

10 

11 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Increase In Gross Revenue (L7 * L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) Note A 

Require Increase in Revenue (%) (L81L9) 

[AI 
COMPANY 
ORIGINAL 

COST 

2,673,576 

-0.26% 

1 1 .OOOO% 

294,093 

300,997 

1.63241 

491,351 

698,968 

1,190,319 

70.30% 

Schedule REL-1 

PI 
STAFF 

ORlGl NAL 
COST 

2,400,573 

6,097 

0.25% 

8.5660% 

205,633 4 
199,536 

1.63195 

325,633 

698,589 

1,024,222 

46.61 % 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

GROSS REVENUE CONVERSION FACTOR 
Line 
No. - 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective lncorne Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate Affer lncorne Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-1 ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of Income Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax @ 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Svnchronization: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

Schedule REL- 2 

1 .oooooo 
38.59888% 
0.12477% 

38.72365% 
1.631951 

100.00000% 
6.96800% 

93.03200% 
34.00000% 
31.63088% 
38.59888% 

0.20320% 

61.40112% 
0.12477% 

38.59888% 

0.203200% 
$ 662 

662 
$ 324.972 

38.59888% 
125,435 

$ 205,633 
6,097 

199,536 

$ 325,633 

Test Year 

$ 728.046 
$ 62,655 
$ 232,859 

STAFF 
Recommended 
$ 1,024,222 

728,708 $ 

6.968% 6.968% 
$ (6.418) $ 16,226 

S 185.694) $ 216,634 
x .  I 

$ (29,136) 
$ (35,554) 

$ 73,655 
$ 89,881 

$ 125,435 

2.610% 
$ 62,655 
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RATE BASE - ORIGINAL COST 

(A) (B) (C) 
COMPANY STAFF 

AS STAFF AS 
FILED ADJUSTMENTS ADJUSTED 

LINE 
- NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

$ 4,327,525 $ (28,473) $ 4,299,052 
(986,086) (80,890) (1,066,976) 

$ 3,341,439 $ (109,363) $ 3,232,076 

LESS: 

4 Advances in Aid of Construction (AIAC) (384,759) (384,759) 

5 
6 Less: Accumulated Amortization 
7 Net CIAC 

Contributions in Aid of Construction (CIAC) $ (82,088) $ $ (82,088) 
11,961 

(70,127) 
11,961 

(70,127) 

8 Total Advances and Contributions (454,886) (454,886) 4 
9 Customer Deposits 

10 Meter Advances 

(332,521 ) (332,521 ) 11 Deferred Income Tax Credits 

12 Working Capital 27,886 

89,788 

1,870 

(81,312) (53,426) 

(80,665) 9,123 

(1,663) 207 

13 Phoenix Office Allocation 

14 Meter Shop Allocation 

15 

18 Total Rate Base $ 2,673,576 $ (273,003) $ 2,400,573 

I 
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LINE 
NO. 

Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

Schedule REL-5 

RATE BASE ADJUSTMENT NOS. 1 and 2 - PLANT IN SERVICE 

1 Actual Test Year Plant 
2 Post-Test Year Plant 
3 
4 Adjusted Test Year Plant 

Post Test Year Retired Plant 

$ 4,023,648 $ - $ 4,023,648 
$ 303,877 $ (27,773) $ 276,104 

$ 4,327,525 $ (28,473) $ 4,299,052 
$ - $  (700) $ (700) 

4 
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Arizona Water Company - Superior 
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Test Year Ended December 31,2001 

Schedule REL-6 

RATE BASE ADJUSTMENT NOS. 3,4,5 and 6 -ACCUMULATED DEPRECIATION 

LINE 
NO. 

1 
2 
3 
4 

DESCRIPTION 
Accumulated Depreciation, 
Accumulated Depreciation, 
Accumulated Depreciation, 
Accumulated Depreciation, 

~ 

Actual 
Post-Test Year Plant 
12 Mos Test Year 
Retired Plant 

I COMPANY I STAFF I STAFF I 
I AS FILED I ADJUSTMENTS I AS ADJUSTED I 

$ (970,047) $ 5,364 $ (964,683) 
$ (6,515) 2,769 $ (3,746) 
$ (9,524) (93,550) $ (1 03,074) 
$ - $  4,527 $ 4,527 
$ (986,086) $ (80,890) $ (1,066,976) 



Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY 
NO. DESCRIPTION AS FILED 

Schedule REL- 7 

STAFF STAFF AS 
ADJUSTMENT ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 7 - CASH WORKING CAPITAL 

- .  
2 Materials and Supplies Inventory 
3 Rewired Bank Balances 

443 
12,510 

1,635 2,078 
12,510 

4 Prepayments and special Deposits 7,167 7,167 
5 Total $ 27,887 $ (81,312) $ (53,425) 



Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-8 

RATE BASE ADJUSTMENT NOS. 8 and 9 - PLANT IN SERVICE 

[AI [BI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Phoenix Office Allocation $ 89,788 $ (76,838) $ 12,950 
2 Meter Shop Allocations $ 1,870 $ (1,663) $ 207 
3 Phoenix Office Allocation - Retirements $ - $  (3,827) $ (3,827) 

Adjusted Test Year Plant $ 91,658 $ (82,328) $ 9,330 
4 Meter Shop Allocation - Retirements $ - $  - $  



Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

LINE 
- NO. DESCRIPTION 

REVENUES: 
1 Total Operating Revenues 

EXPENSES: 
Source of Supply Expenses: 

2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
15 

14 
16 
17 

18 

Purchased Water 
Other 

Pumping Expenses. 
Purchased Power 
Purchased Gas 
Other 

Water Treatment Expenses 
Transmission and Distribution Expenses 
Customer Account Expenses 
Sales Expenses 
Administrative and General Expenses 

Total Operation and Maintenance 
Depreciation and Amortization 
Ad Valorem (Property) 

Taxes: 
Federal & State Income Tax 
Other 

Total Operating Expenses 

Operating Income (Loss) 

[AI 

COMPANY 
TEST YEAR 
AS FILED 

$ 698,968 

$ 
4,729 

76,290 

54.189 
30,792 

159,574 
114,326 

872 
98,965 

$ 539,737 
118,817 
64,071 

(28,101) 
11,348 

$ 705,872 

$ (6,904) 

PI 

STAFF 
TEST YEAR 

ADJUSTMENTS 

$ (379) 

(3,527) 
(14,017) 

(7,453) 

$ (1 3,380) 

$ 13,001 

[CI 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

$ 698,589 

$ 
4,729 

76,290 

54,189 
21,945 

157,935 
114,322 

872 
95,438 

525,720 
116,102 
74.876 

(35,554) 
11,348 

$ 692,492 

$ 6,097 

[Dl 

STAFF 
PROPOSED 
CHANGES 

$ 325,633 

662 

662 

125,435 

$ 126,097 

$ 199,536 

Schedule REL-9 

[El 

STAFF 
RECOMMENDED 

$ 1,024,222 

$ 
4,729 

76,290 

54,189 
21,945 

157,935 
114,984 

872 
95,438 

526,382 
116,102 
74,876 

89,881 
11,348 

$ 818.589 

$ 205,633 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 
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ADJUSTED 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 
ADJUSTED 

Schedule REL- 11 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALIZATION 

1 Avg No. of Additional Cust. Served During TY $ (7) $ (7) 
2 Avg Annual Bill Per Customer for TY 48 1 535 
3 Avg Annual Revenue for Additional Customers $ (3,367) $ (379) $ (3,746) 



Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 

Schedule REL- 12 

STAFF AS 

OPERATING INCOME ADJUSTMENT NO. 2 - WATER TREATMENT EXPENSE 

Pro-forma adjustment to actual 



Arizona Water Company - Superior 
Docket No. W-0144514-02-0619 
Test Year Ended December 31,2001 

Schedule REL-13 

OPERATING INCOME ADJUSTMENT NO. 3 -WATER TESTING EXPENSE 

[AI PI VI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Annual Water Testing Expense $ 2,125 $ (507) $ 1,618 

g 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-14 

OPERATING INCOME ADJUSTMENT NO. 4 -TRANSMISSION AND DISTRIBUTION EXPENSE 

1 Transmission and Distribution $ 159,574 $ (1,635) $ 157,939 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 
ADJUSTED 

Schedule REL- 15 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 

Schedule REL-17 

NO. DESCRIPTION AS FILED 

OPERATING INCOME ADJUSTMENT NO. 8 - CHARITABLE CONTRIBUTIONS 

ADJUSTMENTS AS ADJUSTED 

1 Charitable Contributions, Gifts, Awards, Etc. $ 805 $ (805) $ 



Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-18 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

I 
I 
I 

STAFF 
AS ADJUSTED 

I 

OPERATING INCOME ADJUSTMENT NO. 9 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

I Depreciation Expense 
2 ClAC Amortization 

$ 118,817 $ (458) $ 1 18,359 
(2,257) (2,257) 

$ 118,817 $ (2,715) $ 116,102 
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Arizona Water Company - Superior 
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Test Year Ended December 31,2001 

Schedule REL- 19 

OPERATING INCOME ADJUSTMENT NO. 10 - PROPERTY TAX EXPENSE 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

I NO. /DESCRIPTION 
2000 Annual Gross Revenues 
2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) 
Three Year Average Calculation 3 
Three Year Average (Line 5 / Line 6) $ 834,128 
Department of Revenue Multiplier 2 
Revenue Base Value (Line 7 x Line 8) $ 1,668,257 
Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 0.25 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 

i 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 ' 

Test Year Ended December 31,2001 

Schedule REL- 20 

OPERATING INCOME ADJUSTMENT NOS. 11 and 12 - INCOME TAX EXPENSE 

LINE 
NO.  DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

(6,509) $ (29,136) 1 Federal Income Taxes $ (22,627) $ 
2 State Income Taxes (5,474) $ (944) (6,418) 

3 Total Income Taxes $ (28,101) $ (7,453) $ (35,554) 
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Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Monthly Usage Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 

Schedule REL-21 
Page 1 of 2 

RATE DESIGN 

$ 18.13 $ 18.13 $ 20.05 
$ 38.84 $ 40.79 $ 70.20 
$ 103.58 $ 117.85 $ 150.26 
$ 155.37 $ 211.58 $ 432.93 
$ 207.16 $ 377.65 $ 519.52 
$ 362.53 $ 717.59 $ 623.42 
$ 362.53 $ 989.54 $ 748.10 
$ 673.27 $1,624.09 $ 935.13 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

10" Meter 
Fire Hydrants Used For Construction Water 

Commodity Rates : 
Per 1,000 Gallons (In Excess of Minimum) 
Per 1,000 Gallons for 0 to 3,000 Gallons 
Per 1.000 Gallons for 3,001 to 507000 Gallons 
Per 1,000 Gallons for Gallons in Excess of 50,000 

Service Line and Meter Installation Charge: 
518 x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

$ 4.060 

0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 

NIA NIA 
$ 4.0600 $ 4.0600 $ 5.1040 
$ 4.0600 $ 4.0600 $ 6.3800 
$ 4.0600 $ 4.0600 $ 7.6560 

(a) No charge for 518 and 1" if on existing pipelines. Full cost for 518" and 1" if 
if on new pipelines. 

(b) Full cost for r a n d  larger if on existing or new pipelines. 



Arizona Water Company - Superior 
Docket No. W-01445A-02-0619 
Test Year Ended December 31.2001 

RATE DESIGN 
CONTINUED 

Service Charges: 
Establishment 

Schedule REL-21 
Page 2 of 2 

Guarantee Deposit 

Re-establishement 
Reconnection for Delinquency (per disconnection) $ 

Service Call Out (After Regular Working Hours Only) $ 
Returned Check Charge $ 
Meter Re-read (After Regular Working Hours Only) $ 
Meter Test $ 
Late Charge 

Present ---Proposed Rates--- I Rates 1 ComDanv I Staff I 
' $ 16.00' $ i 6 . 6 '  $ 16.00' 

(4 
16.00 $ 

( 4  
35.00 $ 
10.00 $ 
35.00 $ 
50.00 $ 

NIA 

(4 

(dl 
16.00 $ 

35.00 $ 
25.00 $ 
35.00 $ 
50.00 $ 
(4 

(c) Per Commission Rule A.A.C. R14-2-4038 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 
or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 

(c) 

(d) 
16.00 

35.00 
25.00 
35.00 
50.00 

(e) 
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WINKELMAN SYSTEM 
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Summary of Proposed Revenue - Winkelman 

Did Staff prepare a schedule representative of the Company's proposed increase 

and Staff's recommended revenue requirement? 

Yes, please refer to schedule REL-1. The Company proposes total annual operating 

revenue of $129,358 as shown on Schedule REL-1. 

$32,343, or 3 1.97 percent, over the Company adjusted test year revenue of $98,022. 

This represents an increase of 

Staff recommends total annual operating revenue for the Winkelman system of $1 15,659. 

Staffs recommendation represents an increase of $16,935 or 17.15 percent, over its 

adjusted test year revenue of $98,724. 

Rate Base - Winkelman 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base schedule? 

Yes, shown on Schedule REL-3, Staffs recommends a rate base of $232,924. Staffs 

recommended rate base is a decrease of $32,975 from the Company's proposal of 

$265,899. Staffs rate base adjustments are described below 

Rate Base Adiustment No. 1 - Addition of Post-Test Year Plant 

Does Staff's recommended rate base include plant placed into service after the test 

year? 

Yes. Staff included $21,541 of plant in rate base that the Company placed into service 

after the end of the test year but no later than December 31, 2002 as shown on REL-5. 

Staff increased the Company's post-test year plant additions by $4,675, from $17,166 to 

$21,541. 



Rate Base Adjustment No. 1 -Post-Test Year Retired Plant 

Did the Company make any adjustment for plant retired during the 2002 post-test 

year period? 

No, since the Company had requested the Plant In Service additions of certain plant, it is 

proper to remove the corresponding plant that was replaced by post-test year plant 

additions. Staff therefore removed $11,669 from Plant In Service also shown on 

Schedule REL-5 , and from Accumulated Depreciation. 

Please summarize Staff’s recommendations regarding Plant In Service. 

Staff recommended $421,127 for Plant In Service, a $7,294 decrease from the 

Company’s proposed $428,421. 

Rate Base Adjustment Nos. 3 ,4 ,5  and 6 - Accumulated Depreciation 

What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 8 of 11 of the 

filing, increased Accumulated Depreciation by $5 16 to reflect twelve months of 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 31,2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 8 of 11 of the filing, increased Accumulated 

Depreciation by $2,532 and represents six months of depreciation expenses on test year 

plant additions. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 31, 2002, cut-off 

date. 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant included in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 

Construction Work in Progress (“CWIP”) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q* 

A. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff decreased 

Accumulated Depreciation by $4,934, from $1 19,404 to $1 14,470. This adjustment is 

made up of several components including a $620 (adjustment no. 3) reduction as a result 

of Staffs analysis. Staff recommends increasing the pro forma adjustment for 

Accumulated Depreciation on test year plant by $8,044 (adjustment no. 5 )  from $2,532 to 

$10,576, and it recommends decreasing the pro forma adjustment for Accumulated 

Depreciation on post-test year plant additions by $216 (adjustment no. 4) from $516 to 

$300. Additionally, Staff removed $12,142 (adjustment no. 6) in retired post-test year 

plant from Accumulated Depreciation in accordance with NARUC - USOA accounting 

procedures. 

Rate Base Adjustment No. 7 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $2,906 for working capital Schedule B-5, page 2 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. 

component of the working capital allowance. 

Staff does not agree with the Company’s proposed zero cash working capital 

Why does Staff disagree with the Company’s proposed cash working capital 

component of the working capital? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

What is the result of Staffs lead-lag analysis? 

Staffs lead-lag analysis indicates a negative $22,134 cash working capital component or 

a reduction of $22,134 compared to the Company’s zero amount. In other words, 

ratepayers are providing working capital to the system. 

How else did Staff adjust Working Capital? 

Staff increased the Materials and Supply Inventory by $235, from $476 to $711 as a 

result of materials that were transferred from Transmission and Distribution Expense to 

Working Capital. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of negative $18,993, as shown on 

Schedule REL-7. 

Rate Base Adjustment No. 8 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test year 

additions? 

Using the Company’s allocation factors, Staff increased the Phoenix Office allocation by 

$1,600, and decreased the allocation by $473 which represents retired post-test year 

plant. Staffs total adjustment 

increased the Phoenix Office and Meter shop allocations by $1,625, from $11,320 to 

Staff increased the Meter Shop allocation by $25. 

$12,945. Staffs analysis is shown on Schedule REL-8. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income - Winkelman 

Operating Income Summary 

What are Staffs recommended test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $98,724 as adjusted by Staff, expenses of 

$89,149 and an operating income of $9,575 as shown on Schedules REL-9. Staffs 

adjustments are discussed below. 

Operating Income Adjustment No. 1 - Revenue Annualization Adjustment 

How did the Company annualize revenue? 

The Company multiplied 3 (that represent the average growth in customers on the 

Winkelman system during the test year) by $281 (which is the Company’s determination 

of annual revenue per customer) which resulted in a revenue increase of $843. 

Did Staff make an adjustment to annual revenue in the Company’s calculation? 

Yes. Staff made a $702 adjustment to increase the Company’s proposed annualization 

from $843 to $1,545. Staffs calculation of the adjustment is shown on Schedule 

REL-11. Staffs recalculation recognizes revenue from all meter sizes and calculates the 

average annual revenue per customer to be $5 15 rather than the Company’s $28 1. 

Operating Income Adjustment No. 2 - Purchased Pumping Power 

Did Staff adjust Purchased Pumping Power? 

Yes. Staff accepted the Company’s Purchased Pumping Power with the exception of a 

repaired pump inadvertently allocated and posted to Winkelman’s expense. The $123 

was reclassified and transferred to San Manuel’s Plant In Service, Electric Pumping 



I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
1 
I 
I 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

1s 

2c 

21 

22 

22 

24 

25 

2t 

27 

28 

Direct Testimony of Ronald E. Ludders 
Docket No. W-O1445A-02-0619 
Winkelman System 
Page 117 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Operating Income Adjustment No. 3. 6 and 7 - Expense Annualization Adiustment 

Did Staff recalculate annualized expenses? 

Yes. Staffs calculations for adjustments nos.3,6 and 7and are shown on Schedule REL- 

13. 

expenses by $4 compared to the Company’s proposed adjustment of $609. 

Staff recommends an expense annualization adjustment of a $605, decreasing 

Operating Income Adjustment No. 4 - Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes, Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them not to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to 

Winkelman was increased from the Company’s pro forma expense adjustment by $620, 

from $2,994 to $3,614, as shown on Schedule REL-14. 

Operating Income Adjustment No. 5 - Water Testing Expense 

What is Arizona Water’s proposed Water Testing Expense? 

Arizona Water’s proposed Water Testing Expense is $1,600 for the Winkelman system. 

Water Testing Expense is a component of the Company’s $2,994 Water Treatment 

Expense shown on Schedule RFiL -9. 

Did Staff agree with the Company’s Water Testing Expense? 

No. Staff recommends this expense be based on Staffs water testing expense analysis of 

$1,222, which decreases annual operating expenses by $378. The adjustment is 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Operating - Income Adiustment No. 7 - Transmission and Distribution Expense 

What adjustment did Staff make to Transmission and Distribution Expense? 

Staff adjusted Transmission and Distribution Expense downward by $235. The Company 

inadvertently posted $23 5 to Transmission and Distribution Expense that should have 

been posted to Materials and Supplies Inventory. This entry reduces Transmission and 

Distribution Expense fiom $14,855 to $14,620, as shown on Schedule REL-16. 

Operating Income Adjustment No. 9 - Rate Case Expense 

What Rate Case Expense did Arizona Water propose for the Winkelman system? 

The Company proposed total Rate Case Expense of $1,75 1 for the Winkelman system. 

Rate Case Expense is a component of the Company’s proposed $13,395 Administrative 

and General Expense shown on Schedule REL-9. 

Does Staff agree that the Company’s Rate Case Expense for the Winkelman system 

is reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the Winkelman system? 

Staff recommends allocating $1,230 to the Winkelman system. Staffs recommended 

allocation uses the Company-proposed allocation factor of 0.00680 percent ($180,913 x 

0.00680 = $1,230). Staffs recommended annual Rate Case Expense of $246 ($1,230 

amortized over five years), is a decrease of $338 fiom the Company’s request, as shown 

on Schedule REL-17. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income Adiustment No. 10 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even though charitable contributions bear no relationship to the provision of water 

service. Therefore, Staff removed $99 from the Administrative and General account as 

shown on REL-18. 

Operating Income Adiustment Nos. 11 - Depreciation and Amortization Expense 

What did the Company propose for depreciation expense? 

The Company proposed $13,888 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 31 of 36 of the filing, increased depreciation expense by 

$2,532 provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 32 of 36 of the filing, increased depreciation expense by $516 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 31,2002. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 

revenue neutral. The difference between Staffs plant recommendation and the 

Company’s causes a corresponding difference in depreciation expense. In addition, the 

Company calculated its depreciation expense using dated component depreciation rates 

that it later corrected. Staff reviewed and accepted the new depreciation rates which were 

used in calculating rates. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please summarize Staffs recommendations for depreciation expense. 

Staff recommends $13,706 for depreciation expense, a $182 decrease from the 

Company’s proposed $13,888. Staffs calculation includes the amortization of CIAC at 

the weighted proposed depreciation rates. Staffs recommendation is shown on Schedule 

REL-19. 

Operating Income Adiustment No. 14- Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $15,730. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equalization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $16,751, an increase of $1,021 from the 

Company’s proposal of $15,730, as shown on Schedule REL-20. 

ODerating Income Adiustment No. 13 - Income Taxes 

What income tax expense does Arizona Water propose? 

The Company proposed $1,732 in federal taxes and $126 in state income tax for a 

combined federal and state income tax of $1,858. 
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Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and Staffs recommended taxable income is different from 

the Company’s. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedules REL-21, Staff recommends a federal income tax of $1,801 and 

state income tax of $397 for a combined income tax of $2,198. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $7,147 and state 

income tax of $1,574 for a combined income tax of $8,721. 

Rate Design - Winkelman 

Rate Design 

Did Staff prepare a schedule summarizing the present, Company-proposed, and 

Staffs recommended rates and charges? 

Yes. Schedule REL-22 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 
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Q. Please summarize Staffs rate design. 

A. Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 

break-point at 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 
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Schedule REL-1 Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

REVENUE REQUIREMENT 

t BI 
STAFF 

OR1 GI NAL 
COST 

[AI 
COMPANY 
ORIGINAL 

COST 
LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2 

Gross Revenue Conversion Factor 

Increase In Gross Revenue (L7 * L6) 

Adjusted Test Year Revenue 

$ 232,924 $ 265,899 

$ 9,575 $ 9,436 

3.55% 4.11% 

11 .OOOO% 8.5660% 

29,249 $ 19,952 

$ 10,377 19,813 

1 531 95 1.63241 

32,343 $ 16,935 

$ 98,724 98.022 

$ 115,659 129,358 Proposed Annual Revenue (L8 + L9) Note A 

Require Increase in Revenue (%) (L8/L9) 31.97% 17.15% 
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Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Line 
No. - 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective Income Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
I 2  Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate After Income Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-1 ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of Income Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax @ 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Svncbronizabon: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

1 .oooooo 
38.59888% 
0.12477% 

38.72365% 
1.631951 

100.00000% 
6.96800% 

93.03200% 
34.00000% 
31.63088% 
38.59888% 

0.20320% 
38.59888% 

61.40112% 
13A77% -. .- . . . ," 

Schedule REL- 2 

$ 34 

34 
$ 16,900 

38.59888% 
6,523 

$ 19.952 
9,575 

10,377 

$ 16,935 

STAFF 
Test Year Recommended 

$ 1 15,659 
$ 86,951 $ 86,986 
$ 6,079 
$ 5,694 

$ 6,079 
$ 22,594 

6.968% 6.968% 

$ 5,297 $ 21,020 
$ 397 $ 1,574 

$ 1,801 $ 7,147 
$ 2,198 $ 8,721 

$ 6,523 

2.610% 
$ 6,079 



Schedule REL-3 Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE BASE - ORIGINAL COST 

LINE 
- NO. 

(C) 
STAFF 

AS 
ADJUSTED 

(A) 
COMPANY 

AS 
FILED 

$ 428,421 
(1 1 9,404) 

$ 309,017 

STAFF 
ADJUSTMENTS 

$ 421,127 1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

(124,338) 
$ 296,789 

LESS: 

4 Advances in Aid of Construction (AIAC) (20,855) (20,855) 

5 
6 Less: Accumulated Amortization 
7 Net CIAC 

Contributions in Aid of Construction (CIAC) 
264 

(1,571) 
4 

(22,426) 8 Total Advances and Contributions (22,426) 

9 Customer Deposits 

10 Meter Advances 

11 Deferred Income Tax Credits 

ADD: 

12 Working Capital 

(34,918) 

2,906 

(34,918) 

(1 8,993) 

12,216 

256 

- 

232,924 $ 

(21,899) 

1,127 

25 

!§ (32,975) 

13 Phoenix Office Allocation 

14 Meter Shop Allocation 

11,089 

231 

17 

18 $ 265,899 Total Rate Base 



I 
I 
I 
I 
I 
I 
I 
1 
I 
1 
a 
1 
1 
I 

m I Im 

69 

*I 

- w 
4 

I , , , , , ,  I 

69 

1 
W 

I 
I 
I 



I 

I 

I 
1 

m 
- 0  
2 2  

i 0 
a 

m 

- 2  

i 0 
4 

= o  

LDI 

Y 



Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-5 

RATE BASE ADJUSTMENT NOS. 1 and 2 - PLANT IN SERVICE 

[AI P I  [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Actual Test Year Plant $ 411,255 $ - $ 411,255 
2 Post-Test Year Plant $ 17,166 $ 4,375 $ 21,541 
3 Post-Test Year Retired Plant $ - $  (11,669) $ (1 1,669) 

Adjusted Test Year Plant $ 428,421 $ (7,294) $ 421,127 
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LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-6 

RATE BASE ADJUSTMENT NOS.3,4,5 AND 6 -ACCUMULATED DEPRECIATION 

4 Accumulated Depreciation, Retired Plant 12,142 $ - $  
$ (119,404) $ 4,934 $ (114,470) 

12,142 $ 
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-INE COMPANY STAFF 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 

OPERATING INCOME ADJU 

NO.~DESCRIPTION 

TMENT NO. 7 - C-SH 

AS FILED ADJUSTMENT ADJUSTED 

Schedule REL- 7 

‘OR CING CAPITAL 

- .  
2 Materials and Supplies Inventory 476 235 71 I 
3 Rewired Bank Balances 1,545 1,545 
4 Prepayments and special Deposits 885 885 
5 Total $ 2,906 $ (21,899) $ (1 8,993) 
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Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-8 

RATE BASE ADJUSTMENT NOS. 8 and 9 - PLANT IN SERVICE 

[AI P I  [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Phoenix Office Allocation $ 11,089 $ 1,600 $ 12,689 
2 Meter Shop Allocations $ 231 $ 25 $ 256 
3 Phoenix Office Allocation - Retirements $ - $  (473) $ (473) 
4 Meter Shop Allocation - Retirements $ - $  - $  - 

Adjusted Test Year Plant $ 11,320 $ 1,152 $ 12,472 

i 
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Schedule REL-9 Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

[Dl 

STAFF 
PROPOSED 
CHANGES 

tC1 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

[AI 

COMPANY 
TEST YEAR 
AS FILED 

STAFF 
TEST YEAR 

ADJUSTMENTS 
STAFF 

RECOMMENDED 
LINE 
- NO. DESCRIPTION 

REVENUES: 
1 Total Operating Revenues $ 11 5,659 $ 702 $ 98.724 $ 16,935 $ 98,022 

EXPENSES: 
Source of Supply Expenses: 

Purchased Water 
Other 

Pumping Expenses: 
Purchased Power 
Purchased Gas 
Other 

Water Treatment Expenses 
Transmission and Distribution Expenses 
Customer Account Expenses 
Sales Expenses 
Administrative and General Expenses 

Total Operation and Maintenance 
Depreciation and Amortization 
Ad Valorem (Property) 

Taxes: 
Federal & State Income Tax 
Other 

Total Operating Expenses 

Operating Income (Loss) 

2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
15 

14 
16 
17 

18 

$ 
759 

7,671 

4,034 
3,236 

14,618 
11,842 

56 

$ 
759 

$ 
759 

7,671 

4,034 
3,236 

14,618 
11,876 

56 

7.793 

4,034 
2,994 

14,855 
11,844 

56 
34 

12.958 
55.209 

12,958 
55,174 

13,395 
55,730 34 

13,646 
16,751 

8,721 

13,646 
16,751 

13,888 
15,730 

2,198 6,523 1,858 
1,380 

$ 95,707 
1,380 

$ 89,149 
1,380 

$ 88,586 $ 6,558 

$ 10,377 $ 19,952 $ 9,575 $ 139 $ 9,436 
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LINE COMPANY STAFF 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 11 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALIZATION 

STAFF AS 
NO. 

4 

DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 
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- 
LINE COMPANY STAFF 

I 
I 
6 

STAFF 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. 

Schedule REL-12 

DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

4 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 
ADJUSTED 1 

Schedule REL- 13 

OPERATING INCOME ADJUSTMENT NOS. 3,6 and 8 - EXPENSE ANNUALIZATION 
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LINE COMPANY 
NO. DESCRIPTION AS FILED 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 14 

STAFF STAFF AS 
ADJUSTMENT ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 4 -WATER TREATMENT EXPENSE 

1 Actual 2002 chlorine expense - supercedes company pro-forma. 

I 
I 
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LINE COMPANY 
NO. DESCRIPTION AS FILED 

Schedule REL-15 

STAFF STAFF 
ADJUSTMENTS AS ADJUSTED 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME ADJUSTMENT NO. 5 -WATER TESTING EXPENSE 

1 Annual Water Testing Expense !Ti 1.600 !Ti f378) $ 1.222 



LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

STAFF 
AS ADJUSTED 

I 
I 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-16 

OPERATING INCOME ADJUSTMENT NO. 7 - TRANSMISSION AND DISTRIBUTION EXPENSE 

Transmission and Distribution Expense $ 14,855 $ (235) $ 14,620 

I Expense reclassed to Materials and Supplies Inventory. 

I 

I 
I 
I 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

I 
I 
I 

STAFF AS 
ADJUSTED 

Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 17 

OPERATING INCOME ADJUSTMENT NO. 9 - RATE CASE EXPENSE 



I LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Arizona Water Company - Winkleman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 
AS ADJUSTED 

Schedule REL-18 

OPERATING INCOME ADJUSTMENT NO. 10 - CHARITABLE CONTRIBUTIONS 

I Charitable Contributions, Gifts, Awards, Etc. $ 99 $ (99) - 

I 



I 

LINE 
NO. 

I 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENT AS ADJUSTED 

Arizona Water Company - Winkelman Schedule REL-19 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME ADJUSTMENT NO. I 1  - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

1 
2 

Depreciation Expense 
ClAC Amortization 

$ 13,888 $ 13,706 
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Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME ADJUSTMENT NO. 12 - PROPERTY TAX EXPENSE 

Schedule REL 20 

LINE 
NO. DESCRIPTION 

2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) 296,799 
Three Year Average Calculation 3 

Department of Revenue Multiplier 2 
Three Year Average (Line 5 I Line 6) $ 98,933 

Revenue Base Value (Line 7 x Line 8) $ 197,866 
Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 0.25 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 



I 
COMPANY STAFF 
AS FILED ADJUSTMENT 

LINE 
NO. DESCRIPTION 

I 

STAFF AS 
ADJUSTED 
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Arizona Water Company - Winkelman 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 21 

OPERATING INCOME ADJUSTMENT NOS.13 and 14 - INCOME TAX EXPENSE 
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ARIZONA WATER COMPANY - WINKELMAN 
DOCKET NO. W-01445A-02-0619 
TEST YEAR ENDED DECEMBER 31,2001 

Monthly Usage Charge: 
518" x 314" Meter 

1 'I Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 

Schedule REL-22 
Page 1 of 2 

RATE DESIGN 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 
Fire Hydrants Used For Construction Water 

Commodity Rates : 
Per 1,000 Gallons (In Excess of Minimum) 
Per 1,000 Gallons for 0 to 3,000 Gallons 
Per 1,000 Gallons fo'r 3,001 to 50,000 Gallons 
Per 1.000 Gallons for Gallons in Excess of 50,000 

Service Line and Meter Installation Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6 Meter 

$ 12.95 $ 17.30 $ 12.95 
$ 24.86 $ 38.23 $ 39.66 
$ 62.15 $ 110.72 $ 57.90 
$ 103.58 $ 198.95 $ 227.22 
$ 207.16 $ 354.65 $ 494.41 
$ 362.53 $ 674.70 $ 616.16 
$ 362.53 $ 934.20 $ 764.18 
$ 673.27 $ 1,530.88 $ 935.02 

1 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

$ 1.2330 NIA NIA 
$ 1.2330 $ 1.4910 $ 1.0240 
$ 1.2330 $ 1.4910 $.  1.2800 
$ 1.2330 $ 1.4910 $ 1.5360 

(a) No charge for 518" and 1" if on existing pipelines. Full cost for 518" and 1" if 

(b) Full cost for 2"and larger if on existing or new pipelines. 
if on new pipelines. 



I 

Present 
Rates 

ARIZONA WATER COMPANY - WINKELMAN 
DOCKET NO. W-01445A-02-0619 
TEST YEAR ENDED DECEMBER 31,2001 

Schedule REL-22 
Page 2 of 2 I 

---Proposed Rates--- 
Company I Staff 

I 
I 
I 
1 
I 

RATE DESIGN 
CONTINUED 

Service Charges: 
Establishment 
Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test 
Late Charge 

( 4  
$ 16.00 

(4 
$ 35.00 
$ 10.00 
$ 35.00 
$ 50.00 

N/A 

( 4  

(4 
$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 

( 4  

(d) 
$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 

(c) Per Commission Rule A.A.C. R14-2-403B 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 

I 
I 
1 

or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 

I 
I 
I 
I 
I 
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Q. 

A. 

Q. 
A. 

ARSENIC REMOVAL RECOVERY MECHANISM 

ARSENIC 

Has Staff addressed the Arsenic issues associated with certain systems within the 

Eastern Group? 

Yes, as noted in Mr. Hammon’s direct testimony, no post-test year plant or test year 

capital additions for arsenic were included in this case, and there is currently no arsenic 

removal plant constructed in the Eastern Group. However, the recommended order for 

the Northern Group is pending and therefore Staffs recommendation regarding a arsenic 

cost recovery system can not be finalized until the Commission determines what action it 

accepts in dealing with this issue for the Northern Group. 

Does this conclude Staffs direct testimony? 

Yes, it does. 
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The An/ona Department of En~ironniciitcil Qudity (''ALII (?"I  reported that all eight 
water systems are in total compliance with its d e s  and reyla~ions. ADEQ determined 
that all eight sjstenis are ciirrcntly deli\ criiig ndter that n i w  tLilc 'ind Feder,il drinking 
water quality standards required by the Ari/ona Administrati\ i' 'ode, Title 18. Chapter 4. 

For Bisbee, Oracle, S m  Mdnuel, and Supenor, Staff rcu.~mLiiciids thdt the Company 
perform A nLttcr dudi t  a n d  sbstem anal>sis to determine i f  1 0 -  'i'drictions to I e s  than 10 
percent 'ire ti.clsible or cost effectite I 21 lossec to less th,ln 10 
percent is feriiible v d  cost cffectiLe. the Company shall siihinit to the Ltilities Ui\  islor1 
Director, J p l L i n  \\hicIi outlines the procc'titii-tx steps. a i d  7 I '  I ' C ~  to <ichic\e ;Icceptable 
water losses I f  the rctluction of n 'iter losses to less than I ( j  pL t L m t  IS  not cost-cfTecti\ e, 
the Conipm> sh,ill submit d report, cont'iining ;I detailcd C O ~ ~ I  inLilqsis ,ind euplanation 
demonstrating \\hy \\:iter loss reduction to less than I (J p L  1 L 2 n t  or, :is 'in ,tlternati~e, 
~ncreiment~il reduction, is prohibitik e Such lvater loss pl,iiit I -ports sh,,ll be stibnilttcd 
to the Dilcctor of Utilities \ \ i t l i i i i  one v e x  of Dccision i n  t i  

I f  the reduction oI' 

Staff recommends the adoption of the depreciation rates contained in Exhibit E of this 
direct testimony. These new component rates, by WARUC xcoi i i i t ,  will be applicable to 
all 18 water systems of the Arizona Water Company. 

Pro Formu Expenses: 
Routine water testing expenses were estimated on an annual basis and the adjustments are 
delineated on page I C  of th is  direct testimony. Staff recomnicnds that the MA-262 tariff, 
"Monitoring Assistance Program Surcharge", be revised to conform with the new DEQ 
?"TAP fee structure. Staff also recommends that the revised M.4-262 tariff be filed with 
the Director of the Utilities Division for review and certification, and the filing of that 
revised tariff shall be made within 60 days of a decision in this matter, but no later than 
the Company's annual surcharge calculation for each water system participating in MAP. 
Staff accepts the Company's pro forma expense for tank maintenance (adjustment # 15). 
Staff recommends that actual 2002 labor and material expenses be used instead of the 
Company's pro  forma expense adjustment + l  1 for chlorination 
Staff recommends that the purchased power expense for Miami, be adjusted downward 
(decreased) by $3 9,000. 

Staff recommends that the Company file a curtailment tariff for each of the eight water 
systems within the Eastern Division, within 120 days after the effective date of any 
decision and order pursuant to this application. The tariff shall be submitted to the 
Director of Utilities Division for his review and certification. Staff also recommends that 
the tariff shall generally conform to the sample tariff found in Exhibit G of this direct 
testimony. 

(recommendations continued on next page) 



Staff recommends that the misting Non-Potable C entral Arirona Project Water tanff 
(herein “NP-360”) be rep1,tced \\it11 ncn UP-360 t c i i i l l  Cl‘lff 5 p *~osed  txiff‘ is 
presented i n  t v h i b i t  .J. 

The new : ,P-260 tariff shall eliininate the fixed meter charyi: 

The new NP-260 tariff shall eliminate the depreciation c h a r ~ c  

The new NP-260 tanff shall contain a pro\. ision which 11-dciiinifies the customer froni 
rnaintenancc. repair. or rep1,icement cha-$es. nhen the tl 1 122 o r  in~i~r res  to the CAP 
facilities are a result of the failure of the Company to OEII the fxilities or ~nstall 
protectibe tie\ ices i n  accordance 11 i th  custoniary or miin(! \ii\truction ‘inti eiiyineer-inz 
practices. 

The customer shall continue to bi respoiisibli: lbr rcpiir  o l  .cmciit o f  thc ~iieter 

The iiem hP-760 tariff shall coiit,iiii Lidiiiiiiisti-citi\c chdr:~ \ liich ‘iie r i p r c s c l i t ~ i t ~ ~ e  of  
the Company’s actual costs. but the charges shall be fi\e(i ! * id  dcfined ‘IS actual dollar 
amounts Act,:al administrative costs not~1,itIistaiidin~. the t t > i ~ l  dniinistrL\ti\ i‘ cliarzes in 

the new tariff, shall not be more than 50 dollars per inoiitli ,)L’I ( \I’ noi~-potahlc meter 
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INTRODUCTION 

Q. 
A. 

v. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name and place of employment. 

M y  name I S  Lyndon R. Hammon. My place o r  cmplo\ ~ ; > c ~ i t  I S  the \ r i / o m  Corporation 

Commission (“Commission”), L tilities D I ~  ision. 1200 AI dshiiigoii Sticd.  Phoeniu, 

‘A 1-1 J 0 11 Li s 5 (1 0 7 

Please l i \ t  >our  duties and respon\ibilities and pro\ idi’ ‘\ oiir  title. 

i am employed as a Utilities Euginecr, speciaIiziiIh i n  i~ <1121 ,tnd \\‘isle\\ ,iter engineering 

hl> res po n s i b 1 1 i t i es i nc 1 iide . ‘lild e\ L l ~ i l ‘ i t l o n  oi \\,iter ‘lllti 

\baste\\ ater systems; obtaining data m d  preparing origii , I !  cos t  studies anti i n \  estig,iti\e 

reports; providing technical recommendations and susgesting corrective action for water 

and wastewater systems; and providing written and oral testimony on rate applications 

and other cases before the Commission. 

the i i i  s pcc t I on. i n \ eit I 2 .I 

Briefly describe ?cur pertinent educational background and work euperience. 

I have a Bachelor of Science Degree in Chemical Engineering from the L‘ni\ersitj of  

Missouri at Rolla. After graduation, I was employed by the Skelly Oil Company as a 

process and environmental engineer. In 1973, I joined the Arizona Department of Health 

Services, which later became the hrirona Department of t i l \  ironmental Qudlity (3EQ”) .  

My responsibilities with DEQ included approval and inspection for the construction of 

water and wastewater facilities, and the issuance of discharge permits. I remained with 

DEQ until transferring to the Commission in January 1993. 

Do you maintain any professional registrations or memberships? 

I am a licensed professional engineer in the State of Anzona. I am also a member of the 

Anzona Water and Pollution Control Federation. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Direct Testimony of Lyndon R. Hammon 
Docket No. W-0 l455A-02-06 19 
Page 2 

Q. Were you assigned to provide an engineering anal.(\i\ ar.1 recommendation for the 

Arizona Water Company, Eastern Division {herein “Arizona Water” or 

‘‘ C o m p a n y ”) ? 

x . I rc\ leu ed the Conipmy’s ,ipplic,ition and re clL!tCi i c q ~ i c ~ t b  I \ isited the 

~ c ~ ~ ~ i i i o i i >  \\ i l l  prcscnt the 

finci1ngs of In> c n ~ l n c e r l n ~  e\ alLlJtlon 

Q. 
A. 

Pleaw describe the water systems. 

The Eastern Group consists of eight independent 1 X C I  L,\ \ii‘ins. They are n,inied ns, and 

located in the towns of: Apache Junction, Bisbee, hlimii, Oracle, San Manuel, Sierra 

Vista, Superior, and Winkelman. Exhibit A depicts tlie location of thc eight water systems 

within Anzona. 

The water systems are typically designed for well anti g r c i ~  i t y  feed operation, Lbith storage 

“floating” on a single pressure zone or on each of multiple pressure zones (“Floating” 

means that the storage tank is elevated and directlq pressurizes the \v ater distribution 

zone.) This configuration is very reliable and simple to operate. There are also some very 

small booster pump and pressure tank systems n h e r ~  tlic homes ‘)re too close to tlie 

storage tanks or where the topography dictates this deslgn for a small number of homes, 

Well and storage summaries are presented in Exhibit B. Simple process schematics are 

presented in Exhibit C. All water systems have adequate production and storage capacity 

to meet their respective needs. Statistical information for the eight water systems is 

tabulated below: 
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Syste>q 
Apache J Linc t 1 d n 
Bisbee 
LM 1 ami 
Oracle 
San \.Icii~~icI 
Sicrra L i s t d  
S up en or 
LVinl., i > I  111‘iIl 

Custom ers 
16,080 I ,  

3,408 41 
3.039 
1,400 
1.577 
2.3[ IS 
1,306 \ 

102 

- CCI t i  iic-atcd Area (square miles) 

\ \  

Q. Please discuss Arizona W.ater Company’s compl i :~ t~ i*~~  

of En\  ironmental Quality (“DEQ”) rules. 

itli the . l r i m n a  Department 

A. DEQ reported that all eight hatcr systems arc in tota i  C ~ I I I ~ ~ ~ L L I I C C  n i t 1 1  Its rules d11d 

regulations. DEQ determined that all eight systems ‘11 L‘ currently deli\ ering water that 

meets State and Federal drinking water quality standards required by the Arizona 

Administrative Code, Title 18, Chapter 4. 

DEPARTMENT OF WATER RESOURCES COM PLIANC‘E 

Q. 
A. 

Please discuss Department of Water Resources (‘‘D\\ 13”) Compliance. 

Bisbee, Miami, San Manuel, Sierra Vista, and U‘inhelman are not located in active 

management areas (“AMA”) and are not subject to consen ation xid reporting 

requirements. Apache Junction and Superior are located within the Phoenix AMA, and 

Oracle is located within the Tucson AMA. At this timc. Apache Junction, Superior, and 

Oracle are only required to monitor and report their water usage, and DWR reported that 

they are in compliance with those reporting requirements. 
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WATER USE 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Please discuss water use. 

Bascd on infomidtion proLided b> the Company. L \ ~ I ~ ~ ~  ii\e h i -  3001 I S  presented in 

Euhibit  I). Cor all eight \\.iter shstenis. 1 Iic annud , I \  L 1  1-2~’ .  rile crityc during the peak 

s e n  icc. 

Please discuss non-account water. 

B‘ised on information pro\ ided by  the Company, ~ I O I ’ - J C - ~  1 ) u t i t  n ater I S  t,tbuICitect belon 

(for the period Augist 200 1 through .July 2002): 

S ys t em 
Apache Junction 
Bisbee 
Miami 
Oracle 
San Manuel 
Sierra Vista 
Superior 
W i nkelman 

% non-account 
9.9 % 

20.5 % 
9.3 

13.3 % 
10.8 % 

7.6 70  
26.5 O/O 

0.1 YO 

The cost to obtain, treat, and pressuriLe is embedded i n  lost water. When water escapes 

before it reaches the consumer, the utility loses revenue and incurs unnecessary expense 

Non-account water should be 10 percent or less and n c ~  cr more than 15 percent. Only 

Apache Junction, Miami, Sierra Vista, and Winkelman are within acceptable limits. 

Can it be inferred from your testimony that the water systems are poorly operated‘? 

Not necessarily. All eight water systems appear to be well maintained and operated. It 

should be remembered that in some cases, the water lines pre-date Arizona statehood, and 

given the age of the distribution system, some of these findings are not unexpected. Also, 
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some loses may be occurring in transmission lines no t  owned and maintained by Arizona 

Water Company. 

Q. 
A. 

. A \vciter audit \\ hich identifies. measures. and \ ci 1 t ic \  iources. users incf losses. For 

euample, the estimation of flushing or constructinn mounts may hnng some system 

losses within an acceptable range. (Such losses are really not lost water, h i t  “nop- 

metered, non-revenue” water.) Significant losses niight also be found in long 

transmission lines, where i t  is not cost effective to reduce losses, or where the lines are 

not under the ownership or control of the Conipin> 

The cost to implement or improte a meter testins ‘i id  replacement prosram. 

The cost (including personnel and equipment) to identify leaks, and the cost to repair 

or replace mains after the leaks are found. 

The benefits and savings from incremental reductions 111 \\$iter losses. 

Any unique circumstances such as disruptions to s en  ice, historical preservatlon 

constraints, and age of distribution lines. 

m 

. 
9 

. 
If the reduction of water losses to less than 10 percent is feasible and cost effective, the 

Company shall submit to the Director of the Utilities Division, a plan which outlines the 

procedures, steps, and time fiames to achieve acceptable water losses. If the reduction of 

water losses to less than 10 percent is not cost-effective, the Company shall prepare a 

report, containing a detailed cost analysis and expianation demonstrating why a water loss 

reduction to less than 10 percent or, as an alternative, incremental reduction, is prohibitive. 
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Such water loss plans or reports shall be submitted to tlic illrector of the Utilities Division 

within one year of a Decision i n  this rate case. I f '  the Director finds the report 

unsatisfactory, the Director mli> In5titute a formal pr C'L : >(!tiis b z h r c  the Commission to 

require m ~iifications to the p lm(b  I 

System 

Apache Jc t . 
Bisbee 
Miami 
Oracle 
San Manuel 
Sierra Vista 
Superior 
Winkelman 

Q. 
A. 

S e n i  c es 
1c)')o 1998 
8.854 11,539 
3,386 3,379 
3,052 3,061 
1,310 I .350 
1.762 1,713 
2,139 2,161 
1,341 1.319 

190 195 

DEPRECIATION RATES 

2000 
14,910 
3,405 
3,030 
1,370 
1,56 I 
2,272 
1,302 

182 

-- 20(11 Annual Gro\\ tli 
16.198 + 10.59 % 
3,388 00.00 % 
3,031 - 00.12 % 
1.303 +01.15 96 
1.544 - 02.22 % 
-.- -"I5 01.18 '?  
1.- b - 00.80 ? o  

192 C00.17 ?4 
? -  - 

Please discuss depreciation rates for plant in service. 

In the previous rate case for the Northern Group. AriLona Water Company was required to 

include in its next rate application, a schedulc of depreci~tion rates by Y'ARUC account. 

(NARUC is an acronym for National Association of Reglatory Utility Commissioners.) 

These new component rates would be applicable to all 18 water systems. The schedule 

contained in Mr. Ralph Kennedy's direct testimony on page 16, has been refined and 

updated. The final depreciation rates have been received by Staff and are contained in 

Exhibit E of my direct testimony. These rates were developed from Arizona Water 

Company's internal equipment records, audits, or field experience, and represent actual 

present service lives. These depreciation rates are reasonable and closely approximate the 
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customary rates used by Staff. 

schedule developed by the Company and presented in 111) tvhibit E. 

Staff recommends tlic adoption of the depreciation 

POST TEST I’EAR IM PROVEhIENTS 

Q. 
A. 

Q. 
A. 

9. 
A. 

Q. 
A. 

U hat are the post test year improirements? 

The post test year improvements are delineated in Exhihil I-’ of this direct testimony. Post 

test year improvements were inspected between January 20 and January 27, 2003 and 

represent calendar year 2002 additions. 

How should pmt test year improvements be treated in this rate proceeding? 

The post test year improvements in Evhibit F were i n  s e n  ice at the time of my visit and 

appear to be used and useful. However, this “used and Liseful” determination does not 

imply a specific treatment for rate base or rate making purposes. The direct testimony of 

Mr. Ludders will discuss the post test year rate base and rate making treatment in this 

case. 

Blanket accounts are excluded in Exhibit F. What are blanket accounts? 

Blanket accounts are not ledger items for thermal beddings and linen. Instead, a blanket 

account represents a budget allowance for unforeseen or small capital expenditures 

(generally individual expenditures of less thm $5,000). They are annually estimated, 

based upon the historical experience of each individual water system. Several anticipated 

improvements cost less than estimated and were subsequently “rolled” into the blanket 
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accuunts Due to the Company's accounting and iiiiic constraints, data for the blanket 

additions were received by Staff later in the disco~i.r\ process. However, it is Staff's 

intent to include rebenue neuticiI blanket adclitioil'i 11' projcct dcscriptions, work 

authol i/,itions. and capital costs can be correlLitcci mi! .Jirctf This i b  di\ciisse(i at further 

length I I I  Mr I udders' direct teTtinion\ 

PRO FOH.Cf;f EXPENSES - t \ ' ,&lER TESTING 

Q. 
A. 

Q. 
A. 

Please describe the DEQ 3Ionitoring Assistance Yrc~:,l-nm (herein *'11.4P"). 

On DccLmber 8, 1098, DEQ adopted rules u h i c h  p i o ~  icie for ;i monitoring 'issistdnce 

program. The MAP program was fiilly implemented i i i  l1)C)9 On October 16, 9001 rule 1 
amendments were promulgated, which changed the fee structure and some sailipling 

protocol. Starting January 1, 2002, water companies began paying a fixed $250 per year 

fee, plus an additional fee of $2.57 per service connection, regardless of meter size. 

Participation in MAP is mandatory for all the Lbatcr .;>items i n  the E'istern Group, evcept 

Apache Junction. 

How did Staff calculate water testing costs? 

Water testing costs were calculated, based on the follo\ving assumptions: 

MAP wi l l  do baseline testing on all parameters =kcept  copper. lead. nitrates, and 

coliform bacteria. 

ADEQ testing is performed in 3 year compliance cycles. Therefore, monitoring costs 

are estimated for a 3 year compliance period and then presented as a pro forma 

expense on an annualized basis. 

MAP fees were calculated from the DEQ MAP rules. 

All monitoring expenses are based on Staffs best knowledge of lab costs and 

methodology. 

' 

m 

m 
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. The estimated water testing expenses represent a ~ n i n i i i i ~ ~  cost based on no “hits”. If 

any constituents were found, then the testing costs LL o t i l c i  dramatically increase. 

Q. 

A. 

Q. 
A. 

\I hat is Staff’s recommendatioii for the treatnienr o f  the e\penre from DEQ’s 

1. Io i i  it o r i n g, 4 s s is t a n ce Pro g r a m‘? 

.MAP fees art: recoLered bq ~ l i c  C ~ r i ipmq  piirsiimt to I 1 1  4-20?. e i i [ i~Id  “Clonitoring 

A s s  I s t ‘in c e 1’ ro gr a m S ii  IT 11 dr 2 e“ i n  a i i i t i c i l  liling 15 iii.ids Mlth 

the Commission to establish the surcharge <I]&. 1 in i  I I  is ni? iintiei-st,indmtg of tlie 

Coiiipiny’s direct testimony. that Aruona U‘ater (. o n ~ p ~ i i )  Lcishei to retain tills MAP 

adjuster mechanism or surcharge (See the direct tes t ininn~ o f  Ms. Sheryl L. Hubbard, 

“Adjustment 4”, page 23 and “Adjustment 12”, pase 79.). Therefore, MAP fees are 

excluded in Staffs estimation of testing expenses. LVi t h  a single qualification, Staff has 

no objection to the preservation of a MAP surcharge mechanism. 

J i i  Oc 1 c) b e r c) f c x  11 

U‘hat is Staffs qualification to the 31.4-262 tariff, (3.1 11) surcharge)‘? 

The MA-262 tariff provides for the recovery of fees based on a meter multiplier. Since 

the MAP fees are no longer based upon meter si;.e, thc tmff should be revised to reflect 

the new DEQ fee schedule (a fixed $250 per year fee, plus an additional fee ofS2.57 per 

sen ice connection, regardless of meter size). Staff rccoinniends t h a t  the LM-262 tariff, 

“Monitoring Assistance Program Surcharge”, be revised to conform with the new DEQ 

MAP fee structure. Staff also recommends that the revised MA-262 tariff be filed with 

the Director of the Utilities Division for review and certification, and the filing of that 

revised tariff shall be made within 60 days of a decision in this matter, but no later than 

the Company’s annual surcharge calculation for each water system participating in MAP. 
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Q. What is Staffs recommended accounting adjustment to  t h e  pro farinn annual testing 

expense'.' 

A. Following is a sunimary which includes Staff-s esti~ii.!~,' of- thc pro f & v i c i  aiinual water 

t cs t 1 n 3 e \i pense : 

System 

~ p a c h e  .J 11 nc t 1 o n  
Bisbee 
Mi ani i 
Oracle 
San Manuel 
Sierra Vista 
Superior 
Winkelman 

2 0 0  1 
1 est !'ear 
J x n s c  __ 
-:+. I20  

-3,540 
3,068 
1,054 
2,100 
2,564 
1,748 
1,160 

Staff 
E s 1 I n1 a ted 
Pro Forn1tr 

__ Euaenst. - 
36.869 

3.257 
4,548 
I .7so 
1.345 
2.710 
1.618 
1,222 

c o  nlp'"1) 
_ _  \ d ~ I e n l  

(5,427) 
70 

10.820 
9ss 
2 73 

4,538 
377 
440 

Total 50,254 53,349 3,095 62.340 12,086 

Staffs difference from the Company's pro fornia expense is n i , i i n I>  duc to DEQ rule changes for 

the inclusioii of radio-chemicals in the ML4P program 

PRO FORMA EXPENSES - TANK MAINTENANCE 

Q. Please discuss the Company's proposed expense adjustment # 15, Tank Maintenance. 

A. The Company has implemented a scheduled maintenance program for a l l  Storage and 

pressure tanks. The interior of the tanks are abrasivelqr cleaned to a near white and then 

repainted. The exterior is either power washed or abrasively cleaned and then repainted. 

The Company expects a 14 year life for the interiors and a 7 year life for the exteriors. 

Q. What methodology did you use to review the adjustment? 

A. Based on the interior and exterior areas of the entire tank inventory, an estimate of the cost 

was made using "Rxhardson Process Plant Construction Estimating Standards". The 
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cstirr ite was then annualized and compared with 1 l T L X  Company’s atijustment, after 

subtracting the 2001 expenses. 

Q- 
A. 

\\‘hat are l o u r  conclusions concerning the tank mitii1tctr:l11ce adjustment? 

Staffs computed adjustment I\ as comparable to 111~1 o impdn> ’s ,mi therefore, Staff 

;iccept,s the Company’s adj~istm~‘iit. .Is s ~ d c  note. ’ ‘IlnlClldI1cL‘ d C C o L l n t  contallls ;t 

c 0111 J’o I1 i‘l l  t fi7 r “ 0  t h C: r’ ’ 111‘11 11 tL‘[litIl C i‘. \I h 1 C 11 1 11C Lid i’ - 2 ,I 11 1 11 g &ld pd 17 t1 11 g 0 f p I p 111 3, 

con t ro 1 pmels, m d  other 1-11 1 sc e 1 l‘iii co LI . cq LI 1 pili cn t , 11 I I cll,li1cc , I ‘  small strlictllres, ‘1 ‘ ‘~  

grounds heeping. This category rcpreseiits actual I I ;\penses. and the Company IS  

proposing no adjustment to the “other” category, exccpt for inflation. StafFs analysis of 

the tank maintenance is separate and does not relate to this “other” component. 

PRO FORMA EXPENSES - CHLORINATION LABOR Ah I) WAGES 

Q. Please discuss Arizona Water Company’s proposed proforma expense adjustment # 

1 1  for chlorination costs. 

The Company is proposing a pro for-ma chlonnation expense adjustment for 2002. This 

adjustment contains a component for materials and a component for labor. Because of the 

uncertainties of this estimation, Staff believes that this adjustment does not meet the 

“known and measurable” test. Instead, Staff recomincnds t h a t  the actual 2002 expenses be 

used instead of relying on an estimate and extrapolation. Avost well sites were chlorinated 

in 2001, and by the end of 2002, virtually all well sites had chlorinators installed. 

A. 

RATE CONSOLIDATION 

Q. 

A. 

Has the Company requested rate consolidation? 

Arizona Water Company has requested rate consolidation between the Superior and 

Apache Junction water systems. At this time there is no interconnection between Superior 
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and Apache Junction, and there are CC&N voids betnL'i.11 Apache Junction and the well 

field at Florence Junction. Additionally, the Apache J tinction and Superior water systems 

must exhibit significant differcnces In revenue reqwi,.wient? due t o  the age of the 

respective infrastructures, imintenmce costs, power c o y i > .  a id gron t h  rates. 14 stronger 

case for rate consolidation noulti l i ~ ~  e been a c h i a  ctl 7 l i ~ s  .;\stems \\crc interconnected 

md i f  ,I det'iiled cost of sen ice  stud! uas  prcsei-ilcc d I hc inequalities. 

Lxhiiig iliesc circ~imst;inces a i d  iiiforin,ition. conk 1) ]11'1\ [Ji. pre]llc]LLl]e Flild1 

recomnienil~tioiis and rdte desigii5 for Apache J L I P  Siiperior L\ 111 be presented 111 

t!ie direct testimony of V r .  Ludtfers 

ol'  

ARSENIC 

c. 
A. 

Q. 
A. 

Has the drinking water standard for arsenic changed? 

The U.S. Environmental Protection Agency (EPA) reduced the arsenic maximum 

contaminant level (MCL) in drinking water from 5 0  micrograms per liter (pg/I) to 10 

(pg/l). The date for compliance Lvith the new M C I  i \  slLmimry Xrd, 2006. Arsenic 

concentrations are tabulated in Exhibit B. 

Will the Eastern Group be facing arsenic problems'! 

Based upon analytical data, it appears that Arizona Water Company will  have to construct 

arsenic removal equipment at Apache Junction, San Manuel, and Superior. The Company 

anticipates using either adsorption or ion exchange as the treatment process for these 

systems. At Miami, the few high arsenic wells are low producers, and the Company will 

meet the standard by either leaving the wells out of service or by blending. Arsenic 

concentrations are listed for each well in Exhibit B. 
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Q. 

A. 

What is Staff recommending for the arsenic treatment costs in this rate case'? 

No post test year plant or test year capital additions fix- arsenic are included in this rate 

application, and there are no arsenic removal pl'iilii i>onstructed ;ind operating in the 

Eastern Group. Ho\\e\er, thcre IS dn open dochzi (Docket ' ). LV-01435A-00-0962) 

\vhich m i 1 1  recommend and ctppro\e the cost reco\ c ~ i  L riiethnd for capit'tl and operating 

expenses f'or the horthern Group Stall's recoiii~?ii.i'~i,~~ioii N i l l  Iihelq lw b ~ s e d  upon the 

restill ol'the final order regarding :~ r~c i i i c  i n  DocLc1 ' 1 I ?  1 )  I J . l q  4- i  i( t-(1002 

CURT A I L 31 E NT TAR1 F F 

Q. 
A. 

Should Arizona Water Company implement a ciirtailment tariff'? 

A curtailment tariff is an effective tool to allow a nater company to manage its rpvurces 

during periods of shortages due to pump breakdouns, droughts, or other unforeseeable 

events. Arizona Water Company does not have an): curtailment tariffs for the water 

systems within its Eastern Group. This rate application provides an opportune time to 

prepare and file tariffs for the remaining systems CLLiff  recommends that the Company 

file a curtailment tariff within 120 days after the effective date of any decision and order 

pursuant to this application. The Company shall file separate tariffs for each DEQ 

designated public water system. The tariff(s) sliall be submitted to the Director of the 

Utilities Division for review and certification. 

Staff also recommends that the tanff(s) shall generally conform to the sample tariff found 

in Exhibit G, of this direct testimony. Exhibit G is offered as a template and Staff 

recognizes that the Company may need to modify Exhibit G according to their specific 

management, operational, and design requirements. For example, it may not be 

practicable to deliver notices to over 6,000 customers in the main system. Instead, the 

company may want to consider substituting notice by the local radio and the newspaper of 

general circulation for stage 4 conditions. 
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TARIFF FOR NON-POTABLE CENTRAL ARIZONA PKO.JECT WATER 

Q. 

A. 

Q. 
A. 

What is the tariff for “Non-Potable Central Arizona Project Water” (herein “NP- 

260”). 

The hP-160 tariff provides the temis and condition. oi noii-pot,ibIt. (‘cntrdl Arizona 

Project ( T A P ” )  water service I t  as originally appico‘ t 1  i n  March 1994 uiider Decision 

ho .  01579. Lnder this tmfY.  the customer accepts i i l i i  ,,itcci C -11’ \\‘iter /or  subseyucnt 

non-pot.iblc use. g e n e r a l l ~  i,iiidsc,ipc o r  ~ o l  f‘ cotii ‘L I l I O l l  I ) C 2 1 \ 1 1 ~ 1 1  \(-I 01735 

ordered the Ctilities Dibision to 1 I‘ ol‘ ‘ I r  /oiiLi lL7atcr Compaii) 

during the pending general rate application for I -- i p c l i e  Junction system and 

recommend changes or revisions as required.” Piiroiimt to that Decision. Staff’ has 

reviewed the NP-260 tariff. (A copy of the present tarif‘f’is attached as Exhibit H.) 

r m i w  thc hP-201~ 1 

What are Staff’s concerns about the NP-260 tariff as i t  now stands? 

Staff has many concerns: . First of all. the Company is collecting a depreciciiiorl eLpeiise from the customer for 

the facilities which the customer has contributed This is equivalent to Staff 

purchasing a car for an individual, and then that person demanding car payments in 

addition to the gift. Even worse, under this tariff, Staff are never even able to pay off 

the car (for the second time). because the payments so on foreLer. That is why, in this 

jurisdiction, a depreciation expense for contributed assets has been treated in such a 

manner to have a zero net effect on the revenue requirement. Exhibit I is attached 

which shows a copy of a typical bill, itemizing a depreciation charge to the customer. 

Second, the Company is collecting a fixed monthly meter charge of $362.53. In rate 

design theory, the fixed monthly charge is supposed to reflect, at least partially, the 

fixed investment necessary to meet the potential demand of a customer. Such fixed 

investments would include wells, distribution mains, and storage tanks. These fixed 

. 
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costs occur whether the customer takes zero or 10,00(~ gallons of water. (Since the 

potential demand is higher for larger meters, the tixed charge is proportionate to meter 

size ) There is simply no eiidence that this S;(lL .%:. ichich uds derived for the 

.Llpxlie Junction drinLing \\:iter system and not ;lit- i IP system, is relccant to the 

fikct i  costs of the CAP clelicery svstem. Moreo\ ci  t l i :  c‘4P fikcd costs are already 

reco; ered i n  the Centr,ii -41 i /o i ic l  1i dter Coiisci \ I District (lierein “C‘AWCD”) 

( . ip  1 . ~ 1  C l i~rsc \ .  i~ l i i c l i  m 13 - c l i~ to i i ic r  \I i t h  .i pcrcent,lge 

, ~ d n i i i i i s t ~ ~ t i \  e fee collected b? Arizona Water C’i)ii i ? c i i l >  I n  other nords. the fixed 

c h m p  are enibeddeci i n  the C 4P  Demand Charsc 1’.i1 .tlrcadb collected Similarly, 

costs which are directly proportional to the volume (J  I \\:iter used, are recovered in tht  

Commodity charge and this commodity charge is represented by the CAWCD 

Commodity Rate, which is passed through with ci percentage administrative fee 

collected by Arizona Water Company. 

Third, Ari;.wa Water Company collects adminisrrcitix e costs, which are directly 

proportional to the volume of nater used, with no tipper limits. Staff does not believe 

that the administrative costs are linear with the \olume of use. The cost to read a 

meter and bill is the same, whether the customer uses 100 gallons or 10,000 gallons. 

The typical bill in Exhibit I contains approximately $95 in such administrative costs. 

Fourth, the customers’ rights are i l l  defined nii i i  unprotected during unusual 

maintenance episodes. This was illustrated by the complaint filed by SLV properties 

against Arizona Water Company (Docket No W-01445A-02-0198, Decision No. 

65755). The tariff does not define either maintenance or replacement, and in the 

complaint it was found that SLV paid more in the sum of two maintenance charges 

than the original cost of the meter. Moreovzr, while Arizona Water Company failed to 

act reasonably and prudently in the operation of the meter facility by failing to install a 

surge suppression system to prevent electrical damage, SLV properties had to pay the 

cd on direct]! 

9 
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repair costs even though Arizona Water CompLin\ onned and hcid complete control 

over the meter. As the situation now exists, AriioiiCt Water has no duty or incentive to 

protect the CAP equipment LLhen the cus10i1‘ * Ix1rs the consequences of the 

Company’s inactivity t.toL\e\er. i t  is not necei\,iiX io revisit or rctn rotally the SLV 

q u i t !  is\iics i n  this dociiiiicnt. m d  iiioi-e bcich:_li ~I:forn~,ii ion o n  1111s topic can be 

Q. 
A. 

I’ound i n  thc SLL’ docket. i 

\%‘hat is Staff-s recommendation concerning the \ 1’--1hO tariff? 

Staff izcomniends that Ari7ona LVater Conipaiiy pi md file ‘I n e n  \on-Potable 

Central Arizona Project Water tariff within 60 da! i 01’ the date of a final dccision in this 

rate case. The proposed tariff shall generally conforni to Elhibit J of this direct testimony. 

As a summary of the major provisions of the proposed tariff i n  Exhibit J:  

. The new NP-260 tariff will eliminate the fixed metcr charge. 

The new NP-260 tariff will eliminate the depreci,itioii charge. 

The new NP-260 tariff will contain a pro\ision \thicli indemnifies the customer from 

maintenance, repair, or replacement charges. n hen the daiiiage or injuries to the CAP 

facilities are a result of the failure of the Compmb to operate the facilities or install 

protective devices in accordance with customary or sound construction and 

engineering practices. 

The customer will continue to be responsible for repair or replacement of the meter. 

The new NP-260 tariff will contain administrative charges, which are representative of 

the Company’s actual costs, but the charges shall be fixed and defined as specific 

dollar amounts . 

. 
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Beginning of redacted testinzoir 1- 
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End of redacted testimony 

Q. Does this conclude your direct testimony? 

A. Yes, it does. 
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Exhibit B - Direct Testimony 
Arizona Water Company 
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SUMMARY OF MAJOR PLANT IN SERVICE K: r IC r SHEET 

Mining camp tanks - 1,000,000 ai 1 150,000 1 a 11 0 11s 

University tanks - 4,000,000, 1,000,000, and 500,000 gallon 
Vista del Coraron - 1,000,000 gallons 
Gold Canyon tank - 2,000,000 gallons 
UDC tank - 500.000 gallons 
County line tanks - 1,000,000, and 4,000,000 gallons 
Lost diitchman tank ~ 2,000.000 gallons 
Superstition tank - 300,000 gallons 
Oasis tank -- 550,000 gallons 

Bisbee 
0 

0 

Total system well production = 2,405 gallons per minute. 
Without new well # 5 ,  Bisbee could not meet demand with the loss of either \\ell 3 or 4 

Well Number Arsenic Concentration (pg/1) Yield 
2 4 115 gal/min 
3 5 840 gal/min 
4 4 850 gal/min 
5 5 600 gaVmin 

Naco tank - 100,000 gallons 
Warehouse tank - 450,000 gallons 
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Warren tank - 100,000 gallons 
Tin town tank -- 1,000,000 gallons 
Tombstone tank -- 600.000 gallons 
Spring canyon tank -- 100,000 galloits 

3 
6 
7 
8 
9 
10 
1 1  
12 
17 
18 
19 
20 
21 
-- 73 

23 
24 
25 
26 

55-6 1 66 I 9 
55-6 1602 1 
55-6 16622 
55-6 16623 
55-61 6624 
55-616625 
55-6 16626 
55-61 6627 
55-61 663 1 
55-616632 
55-616633 

55-5265 19 
55-527760 
55-523263 
55-534905 
55-548894 
55-561712 

55-616634 

Bandy heights tank - 40,000 gallons 
Dalton tank - 15,000 gallons 
Section 26 tanks - 1,000,000 and 44,000 gallons 
Claypool tank - 100,000 gallons 
Cottonwood tank - 200,000 gallons 
Miami tank - 500,000 gallons 
Pershing tank - 20,000 gallons 
Central heights tanks - 500,000,250,000, and 120,000 gall S 



Exhibit B - Direct Testimony 
Anzona Water Company 
Docket No. W-0 1445 -02-06 19 

Oracle 
0 

0 

Well field is within Tucson AMA. No GPCD's. Reporting ( A ; ? !  , 

Oracle is s e n d  through 13 mile transmission line from ncil ; : d i d .  

Well Number Arsenic Concentration ({is, I )  Yield 
7 - 3 3 5 0 0  9 1  

3 - 7 43d g'ii , ) I "  

1 4 210 g'll ' j ' ' l l  

San Manuel 
0 

0 

0 

0 

0 

0 

0 

Cornpan> o\\ tis no sources Li',tter IS p i ~ r c l i ~ w i  from E l f  { I '  1' ' 7 ;  

About 12 pressure control valves allon flon cion 11 from Lippet 171 cssiire /one 
Upper 7011~ storage tank IS  750,000 gallons 
Lower zone storage tank is 250,000 gallons 
Three 50 horsepower pumps boost water from lower to upper iolie. 
About 12 homes are served by niini booster system at to:, of upper zone. 
Arsenic concentration is 22 (pg~l ) .  

Sierra Vis& 
0 

0 

System consists of 4 y-esssi'w -~onec, n i t h  SLilzer Cit? 11c1ng \I12 i?>iirtli Lotic. 
Sulger city is normally "stand alone", but water can be moved from zone 3 to Sulger if 
needed. 
Total system well production = 2.150 gallons per minute. 0 

Well Number 
fuller 
s t e wart 
graves 
VM 1 
VM2 
Sulger W #1 
Sulger W #3 
Sulger E #2 

Arsenic Concentration (pg/l) 
7 
I 

2 
2 
2 
2 
2 
2 
2 

Fuller tanks - 1,000,000 and 130,000 gallons 
Village meadows #1 tank - 250,000 gallons 
Sulger west tank - 100,000 gallons 
Sulger east tanks - 13,000, and 16,000 gallons 
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Superior 
0 

0 

Superior IS  served through 23 1m1e transmission line from v, I 1 1  iield to Queen Creek tank. 
Transmiss~on line is steel and above groi111d During the 5i i i )~ l i ic r  <I cliiller I S  operated 
m hen wdter temperatures can r exh  1 10 degrees Fahrenhei~ 
U'ell 9 3 dt Clirpcrior n 111 be shared L'L it11 I p ~ h e  J imtion ~ ) i i i m ~ i o ~  m c i  Ipxhe  
I iinc t I on dre I t i t  erconnect ed. 

0 

Winkelman 
0 

0 Storage floats on system. 
0 

Winkelman 1s served by three subinersible wells near the G i 1 ~  River. 

Town tanks a e  - 100,000 and 10,000 y l lons  

Well Number A ~ e n i c  Concentration (pg ' l )  I'ield 
1 3 165 sal niiii 

3 0 0  y'll llllll 7 3 - 
3 4 305 gal 111111 



mining camp tanks 

1,000,000 ga 150,000 gal 
--+ 

5 H p  
\‘ist;l del corazon 

4 gold canyon 
tipper zone 

\\ 40 40 I5 Hp ‘\n n n I 
Apache Junction 

Process Schematic pressure I 

1 
reducing i alve @ 25 ,i-i 141 

--- 7 

A i pressure e 
reducing ial1.e 

, 

county I 1 ne tank5 \ 

1,000.000 ga 4 

500,000 gal rl - a a II university tanks 

I dutchman I 

7 Apache Junction \ 
\ lowerzone 

crismon 
e--- 

well #15 

/ 

4- 

well 
#12 

well 
#14 meter I ieter 

t interconnect -A A Well 200 Hu 
#16 

Exhibit C 1 
well well 
# I  1 #13 



Spring Canyon Tank 
100,000 gallons 

4 

d i s tribu t ion 

I 
/- 

distribution 

I 

Tombstone Tank 
600,000 gallons 

h l o u n t d i i i  Kanch Tanks 
T\\o 10.000 gallons 

t 
+k-+ distribution 

-2 I I ]I 
dis tribu t ion 

\V archo ii se 
Tank 

450,000 gallons 
f 
1 normally 

, closed 

distribution 

Bisbee 
Process Schematic 

I 

1 1 Sgpm 840gpm 850gpm 6OOgpm standby natural gas 
driverslpumps 

Well Well Well 
#4 #5 

(new well) 
Well #3 

#2 
Well #3 has additional 

standby natural gas driver 
All wells are chlorinated Exhibit C 2 



Pershing Tank 
20,000 gallons 

If 

t 
Q 3 f lp  

500.000 gallons rn 

Del- 
pressure control 
\ ; t l \ t‘  

40 I lp  fire 

r- Q? ,’ 
/ 120,000 gallons 250.000 gdlons 500,000 gal lo^ /, ,;A Chaparral 

Estates 

Q . T O  

Central Heights 
Pressure Zone 

I1 I !  I !  I /  

Well # Well Well Well Well Well Well Well Well 
#21 #22 623 #8 #18 #20 #24 #25 

distribution 

Exhibit C 3 



coronado tank 
100,000 gal! ,ns Oracle 

Process S~liernatic 

1 

t 

rota1 tI-ansnllSslon line IS ; 
approxiniately 13 miles in length 

from town distribution to well fielti 
\, 

'-. 
t 

ii is tri bu t ion _ -  

piimpiiig Sidtion $4 (touii) rl r Y  100 rip typ1cal 

D 4 3  

pumping stdtion ::3 
100 IIp typical 

100.000 gallons 20.000 gnllons 
standby 

100,000 gallons 20,000 gallons 
7 t n n db y 

20,000 gallons 100,000 gallon 
standby 

Well # 3 Well #2 

Well #4 

Exhibit C 4 



750,000 gallons 

Sari Manuel 
P I - O C ~ S S  Schematic 

distribution 
upper pressure zone 

f 

I I 

from mine 
billing meter 

Mi i n ke lnian 
Process Schematic 

/I dis tri bu t 1011 

Well #2 Well #3 Well #4 (refitted) 

Exhibit C 5 



I 
1 
1 
II 
1 
1 
I 
I 
1 

I 
B 
4 
1 
I 
8 
I 
It 
I 

4 Fuller Tanks 
1,000,000 gallons 130.000 gallons 

7 2  / I  

4 t 

t 

- -  
I .> 

I e driver l 
Fuller Well -A N 

G 

pressure zone 
#I 

Sierra Vista 
Process Schematic 

Exhibit C 6 



pi-rssure tal: Porphory pressure Z ~ I I ~ ~  

23 miles from Bell field to 
Queen Creek tank 

A L A  
# 3 well ## 2 well # 1 well I 800 gpm 600 gpm 280 gpm 

f 

future interconnection to ! Apache Junction system Superior 
Process Schematic 

Exhibit C 7 
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PROPOSED DEPRECIATION R.-ITES FOR .ARIZO\ i '\ 1 T'ER COLIP ANY 



298 1 
3167 
3213 
3'13 
3215 
32 16 
3318 
3317 
3318 
3377 

Bisbee 
3219 S 5jS,663 
3311 S 47,724 
3356 S 13.933 

Miami 
302- S 87.373 
3193 S 14.094 
3 2-49 I 1 

3250 S 84.456 
3251 S 31.6OS 
3 25 2 (e) 
3253 s 51.273 
3254 S 49,943 
3350 S 15,500 

Drill and equip ne\\ \\ell (\.Vel1 ;F5) 
Abandon and relocate mater mains i n  Spring Canyon 
Rebuild booster pump at Naco pump stnt ic \ i i  

'.b:inc!on and replace \Later iiiains I- JI- C ',tiirLil Heights Rd. 
Pull and rehab piiiiip 

Replace water mains near H\vy 60. 3Id St. ~ n d  Claypool Yard 
Install MOSCXD remote controls mii 171 ('21 m m l n ~  
Install chlorinators at Wells 20 & 25 
Install 1.250 DIP on H\vy 88 
Replace various house connection sen icci 
Replace piimp and motor at N'ell 20 

cmbl!, for L\rcll I 
I I I S ~  7 1 1  I:(lclc~- c,iit't> s>jtci11s '11 jtor,ig : I , \  \ 

Notes 
(a) excludes capital items in blanket authorizations 
(b) dollar amounts are estimates, subject to 2002 AZ Water year end reconciliation & audit 
(c) includes drilling & equipping well 16, which is test year addition 
(d) ascender lines installed and charged to blanket accoiints 
(e) installed and charged to blanket accounts 



Oracle 
303 1 $ 102,929 
3033 $ 2:.760 
3257 S 32.07s 
3281 S 16,269 

San >.lanuel 
3030 s 2l.Sl.T 

Superior 
3263 S 44.SO2 
3269 S 18-3.4-35 

Win kel rria 11 
325S(j j  
3352 S 9,319 

Parallel 8"CA u it11 2.040 ft 12" DIP on l { \ l  ' 7  

Install pressure regulating station at Rochi-i I f'i; Blvd. 
Replace pump house at Boostci- ~2 
Replace 350 ft of 4" with 6 '' DIP neat- ( oiiy Loop Road 



Exhibit G 
TARIFF SCHEDULE 

Ct111tj: TXI f i '  S ~ W L  \ t) - 

Docket No: Decision No 
Phone No.: Effect1\.e: __ - 

1 (7 t' -3 

CURT~A11,iVIENT PLAN FOR: 

ADEQ Public Water System Number: - _ _ _ ~  ~- - 

Stage 1 Exists When: 

Company is able to maintain nater storage in the system at 100 pc'1c2tit of capacity and therc are 
no known problems with its well production or water storage in thc \!Stem. 

Restrictions: 
c ti rt ai 1 men t i s necessary . 

Under Stage 1 ,  Conipany is deemed to bc operating non~ially and no 

Notice Requirements: Under Stage 1 ,  no iioticc is ~iccess,il-~~ 

Stage 2 Exists \\'hen: 

a. Company's I\ ater storage or n ell production hns been lei? : I ~ J I I  SO pcrcmt o f  capacitc for 
at least 48 consecutive hours, and 

b. Company has identified issues such as a steadily declining water table, increased draw 
down threatening pump operations, or poor water production. creating a reasonable belief 
the Company will be unable to meet anticipated water demand on a sustained basis. 

Restrictions: Under Stage 2, the Company may request the customers to voluntarily 
employ water conservation measures to reduce water consumption by approximately 
50 percent. Outside watering should be limited to essential water, dividing outside 
watering on some uniform basis (such as even and odd days) and eliminating outside 
watering on weekends and holidays. 

REVISED: September 18,2002 



Exhibit G 
TARIFF SCHEDULE 

Utility: rcil-lrf S I ~ N  \, 3 0 1' -7 
Docket No: Decision h o  I 
Phone No.: Effective : 

Notice Requirements: Under Stage 2, the Company IS icqiiireci to notify customers by 
delivering written notice door to door at each service citiii:;.k,s. or by United States first 
class mail to the billing address or, at the Company's ( > p  ( 1 ' 1 .  both Siich notice shall 
notify the customers of the general n~ tu re  o f  the problem j i  L' iic ii to conicr\ e \\rater. 

Stage 3 Exists \\'hen: 

Restrictions. Under Stage 3 ,  C'ompan>r shall request the ~ L I ~ ~ ~ ~ I ~ ~ c ~ s  to I oluiitanly employ 
water consen 'ition measures to i-cdwc daily c~nst inipt ioi ;  ( 7  ' i ~ ~ ~ ~ i . ~ ~ \ i i i i ' i ~ c l ~  5 0  percent. 
A11 outside watering should be eliminated, except I I ~  cstock. and rncioor water 
conservation techniques should be employed whenever possil,le. 

Notice Req L L ~  rements: 

1 .  C'onipaiiy is required to notif) ciistoniei.~ b> tic' :+>iig \ \r i t icn notice LO ex11 
service address, or by United States first class in311 i o  [lie billing address or, at the 
Conipmy's option, both. Such Notice sli'ill no:i i \  :!I< cuitomcrs of  the general 
nature of the problem and thc need to conscn e \\ ate1 

__ signs sho\i ing the Bcginning ~vi t l i  Stage 3, Company shall post ar 1cLisi 
curtailnieiit stage. Signs shall be posted at noticcdiic locdrions, Iihc at the \\ell 
sites and at the entrance to major subdivisions sen cd bq the Compaiiy. 

2. 

3. Company shall notify the Consumer Services Sectioii ol' the Ltilitles Di\~sion of 
the Corporation Commission at least 12 hours prior to entering stage 3. 

Once Stage 3 has been reached, the Company must begin to aiigment the supply of water 
by either hauling or through an emergency interconnect with an approved water supply in 
an attempt to maintain the curtailment at a level no higher than Stage 3 until a permanent 
solution has been implemented. 

Stage 4 Exists When: 

a. Company's total water storage or well production has been less than 25 percent of 
. capacity for at least 12 consecutive hours, and 

REVISED: September 18,2002 I:\DWShydws\CurtaiImentPlanTari ff.doc 



Exhibit G 
TARIFF SCHEDULE 

Utility: T'11.1 f'f Slicc1 ' - 3 o f ?  
Docket No: Decisiori N o  ___ 

Phone No.: Effective. 

b. Company has identified issues such as a steadily declii~i~i, \'iter table, increased draw 
down threatening pump operations, or poor water producriol~ creating a reasonable belief 
the Company n ill be unable to meet anticlpited mater dt.li- ) I I  sustaiiied b,iris. 

Notice Requireinents: 

1 .  Company is required to notifq customers by deli\ al i i2  nritten notice to cach 
service address, o r  by United Stcites first class inail i o  ~ 1 1 ~ '  billing address or, at the 
Company's option, both. Such notice shall no;! t- llic customers of the general 
nature of the problem and the iieeci to coiisen e \\ L i ~ k ' ~  

2. Company shall post at least _ _  ___ signs slio\\ins cu i  t,iiliiient stage. Signs shall 
be posted at noticeable locations, like at the ne11 sites mif a t  the entrance to major 
subdivisions served by the Company. 

3 .  Company shall notifj the Consumer Senices Section OI the C tilitlcs L)i\lsion of 
the Corporation Commission at least 12 hours prior to entering stage 4. 

Once Stage 4 has been reached, the Company must augment the supply of water by hauling or 
through an emergency interconnect from an approved supply or must otherwise provide 
emergency drinking water for its customers until a permanent solution has been implemented. 

Customers who fail to comply with the above restrictions will be given a written notice to end all 
outdoor use. Failure to comply within two (2) working days of receipt of the notice will result in 
temporary loss of service until an agreement can be made to end unauthorized use of outdoor 
water. To restore service, the customer shall be required to pay all authorized reconnection fees. 
If a customer believes he/she has been disconnected in error, the customer may contact the 
Commission's Consumer Services Section at 1-800-222-7000 to initiate an investigation. 

I:\DWS\mydocs\CurtaiImentPlanTanff.doc REVISED: September 18,2002 
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WATER RATES 

A R I Z O N A  WATER C O M P A N Y  

Phoenix Arizona 
Filed by James R Livingston 
Title P?esident 
Date of Ortqinal Filing March 7 1994 

~- 
I A C C  No .I 

Cancelling A C C Nn " r mpltcabie) 

A 
Tariff or Schedule No \r'-260 
Filed ii3y 2 1999 
Effective ','arch 15, 1999 

System: APACHE JUNCTION, CASA GRANDE, 
COOLIDGE, WHITE TANK 

NON-POTABLE CENTRAL ARIZONA PRQJECT WATER 

A VAILABILITY: 

In the C o r n o a w s  Aoache Junction, Casa Grarde Coolidge dr  * Tarlli water systems where 
and when Central Arizona Project ( CAP ') water 6 avaiimle 

SUITABILITY: 

It is the customer's responsibility to determine the initial and c o n t i r x  : :. :Itability of the non-potable CAP 
water furnished under this tariff for any intended uses. The Company does TC; :reat, test or monitor non-potable 
CAP water and furnishes it to customers strictly on an "as received" bas 5 %m the Central Arizona Water 
Conservation District ("CAWCD"). The customer agrees to accept nor:-Fo:able CAP water "as received." 
Compliance with any requirement of the Arizona Department of Environmental Quality, or any other agency 
having jurisdiction, concerning the use or quality of non-potable CAP water shall be the sole responsibility of 
the customer. The Company will not be liable for, and the customer vdl hold harmless, indemnify and defend 
the Company against, any injuries or damages arising from its service of ncc-potable CAP water. 

FACILITIES AND DEMAND: 

When applying for non-potable CAP water service, the custom; shall specify the maximum annual 
quantity of CAP water in acre feet (AF) that it intends to use under this ta:i1' schedule and pursuant to a Non- 
Potable Water Facilities Contribution Agreement. This quantity of water will be used to determine the facilities 
required to serve the customer and will be the customer's maximum demand for non-potable CAP water ("CAP 
Demand") during any calendar year. The customer will be responsible for both the deferred (including holding 
costs) and the current annual CAWCD M&l Water Service Capital Charges on the CAP Demand and on any water 
use in excess of the CAP Demand. 

The customer will contribute the funds required to install all facilities w x e d  to provide CAP water. Such 
facilities will be owned by the Company. 

The Deferred CAP Demand Charge includes the deferred annual CAWCD MBI Water Service Capital 
Charges and associated holding costs for the customer's CAP Demand. The Deferred CAP Demand Charge is 
payable prior to the start of service or within fifteen (15) days of any approved increase in CAP Demand. The 
Deferred CAP Demand Charge will be payable only on any future increase in CAP Demand for those customers 
receiving service under this tariff as of the effective date. The Deferred CAP Demand Charge is not refundable if 
the customer's CAP Demand is later reduced. 

APPROVED FOR FILING 1 
1 

Effective 311 5/99 
Revised 1/16/95 
Revised 1/15/99 

H3RATECASE\TARIFFSWP260 - 1999.WC 
RWG:OMC:l2/27/94 
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A R I Z O N A  WATER COMi-I?. NY 

NON-POTABLE CENTRAL ARIZONA PROJECT WATER - continued 

MONTHL Y BILL: 

The montnly billing will consist of the following components: 

NP-260 

1. A monthly CAP Demand charge equal to 1112th of the custcmer's CAP Demand in AF times the 
applicable CAWCD M&I Water Service Capital Charge per AF plus fm: ?-*-sn+ (4'0) of s m h  costs to cover the 
Company's administrat ve and handling costs Should the customers " 3 '  .- riater use exceed the customer's 
CAP Demand, the customer will be billed an additional demand cr'r?--- :?sed on the aoolicable CAWCD 
M&l Water Service Capital Charge, on tne excess water use, p l ~ s  + x r cen t  (400) auministratcve and 
handling fee 

2 A meter charge oased on the applicable monthly minimu:'- -7 c"i meter size as set fotth in each 
system s Generai Service tariff schedule This meter charge shall not r (- --: 3: v watpr 

- 
i l  I'y 

CAP Demand charge. as billed to the Company ckr i rg  the prev:c!.? --,;?:h by the CAWCD or any other 
authorized governmental agency, plus one percent ': '6) of such costs ' 2  :?/'3r the Comoany,s administrative 
and handling costs. 

3. A cornmmty cnarge designea t3 pass or? aii c m s  or fiL, -: : . , I , .?, ,, 2 , ~(c,i-,is:, BXCEC; the ,T,~,Y+' - ' , , '  

A. The power component will be the direct and separately rre:ersd cost of the power billec 
to the Company during the previous month for CAP water delivered to the customer, plus one 
percent (lo/.) of the power cost to cover the Company's administrative and handling costs. If 
multiple customers are being served by common facilities, the power component will be prorated 
based on CAP water actually used during the month by each customer 

B. The maintenance component will be the actual costs of ir,airta!ning the facilities required 
to serve the customer, plus a ten percent (10%) charge to provius for overhead and margin. 
If multiple customers are being served by common facilities, the maintenance component will 
be prorated based on each customer's CAP Demand. 

C The depreciation component will be 1112th of the Droduct of the Company's book 
depreciation rate, as authorized by the Arizona Corporation Commission, times the original cost 
of the plant facilities serving the customer. If multiple customers are being served by cornrmon 
facilities, the depreciation component will be prorated based on each customer's CAP Demand, 

Late Charge: Any payment not received withip fifteen (15) da,,s %T me posrmaid zare o i  rne DIII wi/i 
be delinquent and sublect to a late charge of one and one-half percent ( 1  zC0)  per month. 

Adjustment: An adjustment for state and local taxes, which will be the applicable proportionate part 
of any taxes or governmental impositions which are, or in the future may be, assessed on the basis of the gross 
revenues of the Company and/or the price or revenue from the water or service sold and/or the volume of water 
pumped or purchased for sale and/or sold hereunder. In the event of any increase or decrease in taxes or other 
governmental impositions, rates shall be adjusted to reflect such tax increase or decrease. 

TERMS AND CONDITIONS: 

Subject to the Company's Tariff Schedule TC-243. 

H:WATECAS~TCRlFFWP-280 - 1909.WC 
RWGDMC:lZi27/94 

Effective 311 5/99 
Revised 1/18/95 
Revised 111 5/99 
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EXHIBIT I, Page 1 of  1 

Arizona Water Company 

DEA Mountain Brook Gdf Club 
Attn KenVegom 

Non-Potable CAP Water Billing 
November 2002 Statement For January 2003 Order 

AGcXNQ,~=LL - 10 - 99905 - i. 

SLV Gcif Prcpserjes L L C 

I ovoic&No,S 1DlQZ 

11/01/2002 

(1) MONltlCY_ZWJLXEREMAB&CWE 
1/12 Annual CAP Demand in Acre Feet 
CAWCD M&I Water Service Capital Charge per AF 

4% . Adrninisbabve and Handling Costs 

Total CAP Demand Charge 

(3) MO KMCY_ZOQJ_COMMOPLM_CHARG E 
1/12 Ann~,l CAP Order in Acre F e e t  
CAWCD Commodity Rate p e r  AF 

1 YO - Administrabve and Handling Costs 

Total Commodity Charge 

(4) BDDD-CDMMDRUMRGE 
Addibonal CAP Order in Acre Feet 
CAWCD Cmmodrty Rate per AF 

1% - Administrabve and Handling Costs 

Total Commodity Charge 

(5) M O t U l j L Y P T E B E ( ; I B n Q N S W E  
Onginal Cost of Plant Faalibes 
Company's Book Deprectabon Rate 
Annual Depmaabon 
1/12 Annual Depreaabol, 

(6) M4lMEWCE 
Septembar 3.2002 - Repair Water Meter 
10% - Administrabve Overhead 

Late Charge 1.5% 
Total Repair S~MWS 

2002 
DEMAND 

Anhwl CAP Demand in AF 400.00 
Acre Feet Billed Year b Date 400.00 
AaeFeetUsedThnr 0.00 
Additional CAP Demand in AF 0.00 

0.00 Additional Previowly Billed ___---_I- 

Additional b be Billed . 0.00 

Bills are due and payable when rendwed, 
and are delinquent and subject to a 1.5% 
Late Charge 15 days after the mailing. 

33.33 
843.00 

$1,433.33 
_____ - 

57 33 

81,490m- 

25.00 
$66.00 

1,650.00 
____ 

16.50 

$1,666.50 

34.00 
$62.00 

2,108.00 
21.08 

52.129.08 

52,ME. - 3 
__ 2.59%- 

63.35 
55.2e 

Ampunt 

51,490.67 

$362.53 

$1,666.50 

$2,129.08 

55.28 

5890.66 
589.07 
5979.73 

-~ 
$14.70 

$994.42 

SuhTo ta l  56.W.G 

$452.96 

-- 

--____ 
57,101.44 

2002 
ORDER 

Annual CAP Order in AF 300.00 
Aae Feet Billed Year to Date 300.00 
Aae Feet Used Thru September 339.00 
Additional CAP Order in AF 0.00 

5.00 Additional Previously Billed 
Addiional to be Billed 34.00 

.I--__ 

Please Send Payment To : 

ARIZONA WATER COMPANY 
Attention : David Kupres 
Post mce Box 29006 
Phoenix Arizona 850389006 
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EXHIBIT J 
Arizona Water Company - Application For A Rate Increase 
Docket No. W-0 1445 -02-06 19 

WATER RATES 

ARIZONA Ct;l TEK c‘o tip-i \ I ‘  
Phoenix, Arizona 
Filed By Canceling ACC No ‘1”-260 1/15/99 revision 
Title. Tariff No ‘ 260 
Date of Original Filing Filed 
Systems APACHE JUCTION, Effective 
CASA GRANDE, COOLIDGE, WHITE TANKS -- 

NON-POTABLE CENTRAL ARIZONA DROJECT WATER 

APPLICABILITY: 

To the Company’s A p x h e  Junction. Casa Grande. Coolidge a m  White - ‘* v,ater systems, where and 
when Central Arizona Project (“CAP”) water is available. 

S UI TA B IL i T Y: 

It is the customer’s responsibility to determine the initial and continuing sui:aiiility of the non-potable CAP 
water furnished under this tariff for any intended uses. The Company does not treat, test or monitor non- 
potable CAP water and furnishes it to customers strictly on an “as received” basis from the Central 
Arizona Water Conservation District (“CAWCD). The customer agrees to accept non-potable CAP water 
“as received”. Compliance with any requirement of the Arizona Department of Environmental Quality, or 
any other agency having jurisdiction, concerning the use or quality of non-potable CAP water shall be the 
sole responsibility of the customer. The Company will not be liable for, and the customer will hold 
harmless, indemnify, and defend the Company against any injuries or damages arising from its service of 
non-potable CAP water. 

FACIL!TIES AND DEMAND: 

When applying for non-potable CAP water service, the customer shall soeclty the maximum annual 
quantity of CAP water in acre feet (AF) that it intends to use under this tariff schedule and pursuant to a 
Non-Potable Water Facilities Contribution Agreement This quantity of water will be used to determine 
the facilities required to service the customer and will be the customer’s maximum demand for non- 
potable CAP water (“CAP Demand”) during any calendar year The customer will be responsible for both 
the deferred (including holding costs) and the current annual CAWCD M&I Water Service Capital Charges 
on the CAP Demand and on any water use in excess of the CAP demand 

The customer will contribute the funds required to install all facilities needed to provide CAP water, Such 
facilities will be owned by the Company. 

The Deferred CAP Demand Charge includes the deferred annual CAWCD M U  Water Service Capital 
Charges and associated holding costs for the customer’s CAP Demand. The Deferred CAP Demand 
Charge is payable prior to the start of service or within fifteen (1 5) days of any approved increase in CAP 
Demand. The Deferred CAP Demand Charge will be payable only on any future increase in CAP 
Demand for those customer receiving service under this tariff as of the effective date. The Deferred CAP 
Demand Charge is not refundable if the customer’ s CAP Demand is later reduced. 
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EXHIBIT J 
Arizona Water Company - Application For A Rate Increase 
Docket No. W-01445A-02-0619 

MONTHLY BILL. 

The monthly billirlg will consist of the following components: 

1 
applicable CAWCD M&l Water Service Capital Charge per AF Should :/-e customer's actual water use 
exceed the customer's CAP Demand, the customer will be billed an ack cr ;ii demand charge based on 
the applicable CAWCD M&l Water Service Capital Charge, on the excc, 

A monthly CAP Demand share equal to 1/12 of the customers CA+ Demand in AF times the 

, 'er use 

2 
CAP Demand charge as billed to the Company durinq the previous mo, 
authorized governmental agency 

A commodity charge designed to pass on all costs of inon-pota; i' . i P  water, except the monthly 
1 )  the CAWCD or any other 

3 A power and maintpi.ance charge based on the specific requirw c of each customer 

A The power component will L'e the clirect and separate -c: cost of ti-e dower billed 
to the Company during the previous month for CAP W P  , [vered to the customer If 
multiple ccls+omers are being served by common facilitlci re  power component will be 
prorated based on CAP water actually used during the ' 'y each customer 

e The ,rainteriance component will be the actual costs 
to serve the customer plus a ten per cent ( IOo/ , )  charGe +o srovide for overhead and 
margin If multiple customers are being served by conil; c' 'acilities, the maintenance 
component will be prorated based on each customer's CAP Demand 

1~incj !\le faci,i;,es reqc,ired 

The customer shall not be liable for maintenance, repair, or replacement charges, when 
the damage or injuries to the CAP facilities are a result of the failure of the Company to 
operate the facilities or install protective devices in accorcarice with customary or sound 
construction and engineering practices. 

The customer shall be responsible for the repair or replacement of the rrteter However, 
the repair charges, during a single maintenance event, shall not exceed the replacement 
cost of the item under repair 

4. A fixed administrative cost of fifty dollars ($50) per month 

Late Charge: Any payment not received within fifteen (15) days from the postmark date of the bill will 
be delinquent and subject to a late charge of one and one-half per cent (1 112%) per 
month. 

Adjustment: An adjustment for state and local taxes, which will be the applicable proportionate part of 
any taxes or governmental impositions which are, or in the future may be, assessed on 
the basis of the gross revenues of the Company and/or the price or revenue from the 
water or service sold and/or the volume of water pumped or purchased for sale and/or 
sold hereunder. In the event of any increase or decrease in taxes or other government 
impositions, rates shall be adjusted to reflect such tax increase or decrease 

TERMS AND CONDITIONS: 

Subject to the Company's Tariff Schedule TC-243. 
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EXECUTIVE SUMMARY 
ARIZONA WATER COMPANY 

DOCKET NO. W-01445A-02-0619 

The direct testimony of Staff witness Joel M. Reiker addresses the following issues: 

Capital Structure - Staff recommends the Commission adopt a capital structure consisting of 
28.2 percent long-term debt, 5.6 percent short-term debt, and 66.1 percent equity. 

Cost of Debt - Staff recommends the Commission adopt an 8.46 percent cost of long-term 
debt and a 4.00 percent cost of short-term debt. 

Cost of Equity - Staff recommends the Commission adopt a 9.0 percent return on equity 
(“ROE”). Staff bases its ROE recommendation on its discounted cash flow (“DCF”) and 
capital asset pricing model (“CAPM’) analyses. Staffs recommended ROE range is 7.7 
percent to 11.1 percent. 

Overall Rate of Return - Staff recommends the Commission adopt an overall rate of return 
(“ROR’) of 8.6 percent. Staffs ROR recommendation results in a pre-tax interest coverage 
ratio of 4.7. This represents a fair and reasonable rate of return on Arizona Water’s rate base 
and is evidence that the Company will maintain financial integrity. 

Comment on the Direct Testimony of Company Witness Thomas M. Zepx - The 
Commission should reject Dr. Zepp’s proposed 12.4 percent ROE for the following reasons: 

1. 

2. 

3 .  

4. 

5 .  

There are several problems associated with Dr. Zepp’s DCF estimates 
including; sample selection, inappropriate calculation of the expected 
dividend yield, mismatching, exclusive reliance on analysts’ forecasts, and 
failure to consider dividends per share growth. 

Dr. Zepp’s “risk premium” analysis should be rejected because ( I )  it relies 
on analysts’ forecasts of future interest rates, (2) it is based on a general 
rule of thumb rather than theory developed in the financial literature, and 
(3) the yeld to maturity on corporate bonds cannot be meaningfully 
compared to the cost of equity. 

Dr. Zepp’s testimony on the Baa corporate bond rate is incorrect, and 
when corrected supports a cost of equity below Staffs recommended 9.0 
percent when considered with his overall analysis. 

Dr. Zepp’s proposed 100 to 150 basis point small company premium 
should be rejected because it is (1) inconsistent with financial theory, and 
(2) contrary to utility industry-specific studies. Further, the Commission 
has previously rejected a small-firm size risk premium in rate proceedings. 

Dr. Zepp fails to make a capital structure adjustment to account for 
decreased financial risk. 
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Page 1 

INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

Please state your name, occupation, and business address. 

My name is Joel M. Reiker. I am a Senior Regulatory Analyst employed by the Anzona 

Corporation Commission (“ACC” or “Commi~sion’~) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Briefly describe your responsibilities as a Senior Regulatory Analyst. 

Ln my capacity as a Senior Regulatory Analyst, I provide recommendations to the 

Commission on mergers, acquisitions, financings, and sales of assets. I also perform 

studies to estimate the cost of capital for utilities that are seeking rate relief, and I 

occasionally act as arbitrator in disputes brought before the Utilities Division. 

Please describe your educational background and professional experience. 

In 1998, I graduated cum laude from Arizona State University, receiving a Bachelor of 

Science degree in Global Business with a specialization in finance. My course of studies 

included classes in corporate and international finance. investments, accounting, statistics, 

and economics. In 1999, I was employed by the Commission as an Auditor I11 in the 

Accounting & Rates Section’s Financial Analysis Unit. Since that time, I have attended 

various seminars and classes on general regulatory and business issues, including the cost 

of capital and the use of energy derivatives. I was promoted to a Senior Rate Analyst in 

December 2 000. 

What is the scope of your testimony in this case? 
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A. I provide Staffs recommended rate of return in this case. I address the appropriate capital 

structure, as well as the appropriate costs of debt and equity for setting rates for Arizona 

Water Company (“Arizona Water” or “Company”). 

SUMMARY OF TESTIMONY AND RECO1\IR’IENDATIONS 

Q. 
A. 

Q* 
A. 

Q- 
A. 

Briefly summarize how Staff‘s cost of capital testimony is organized. 

Staffs cost of capital testimony is organized into six sections. Section I discusses the 

Company’s capital structure. Section I1 discusses Arizona Water’s cost of debt. Section 

111 discusses risk and presents the findings of Staffs cost of equity capital analysis in 

which I used the discounted cash flow (“DCF”) model and the capital asset pricing model 

(“CAPM”). In section IV, I present Staffs recommended return on equity (“ROE”) for 

Arizona Water. In section V, I present Staffs overall rate of return (“ROR’) 

recommendation. Finally, I provide Staffs comments on the Company’s proposed ROE 

in section VI. 

Have you prepared any exhibits to your testimony? 

Yes. I prepared nineteen schedules and two exhibits that support Staffs cost of capital 

analysis. 

Please summarize Staff‘s ROR recommendations. 

Staffs ROR recommendation is summarized in the following table: 
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Table 1 

Weighted 
Weight Cost cost 

Long-term Debt 28.2% 8.5% 2.39% 
Short-term Debt 5.6% 4.0% 0.22% 
Common Equity 66.1% 9.0% 5.95% 
Cost of CaDital/ROR 8.6% 

I. ARIZONA WATER’S CAPITAL STRUCTURE 

Q. 
A. 

Q. 
A. 

Q .  

What is Staff’s recommended capital structure? 

Staff recommends the following capital structure: 

Table 2 

Capital Source Percentage 
Long-term Debt 28.2% 
Short-term Debt 5.6% 
Common Equity 66.1% 

100.0% 

Is this the same capital structure proposed by the Company? 

No, it is not. The Company proposes the following capital structure in its application: 

Table 3 

Capital Source Percentage 
Long-term Debt 30.6% 

Common Equity 65.7% 
100.0% 

Short-term Debt 3.8% 

How does Staffs proposed capital structure differ from the Company’s proposed 

capital structure? 
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A. The Company’s proposed capital structure reflects its actual capital structure as of 

December 3 1 2001. Staffs proposed capital structure reflects the Company’s actual 

capital structure as of December 31, 2002. Staffs proposed capital structure reflects the 

most recent known information available concerning the Company’s capital structure and 

is therefore a more appropriate capital structure to use in order to calculate the cost of 

capital on a going-forward basis. 

11. THE COST OF DEBT 

Q. 
A. 

Q. 
A. 

Q. 

A. 

What is Staff’s recommended cost of debt? 

Staff recommends an 8.46 percent cost of long-term debt and a 4.00 percent cost of short- 

term debt. 

What is the Company’s proposed cost of debt? 

The Company proposes an 8.46 percent cost of long-term debt and a 7.37 percent cost of 

short-term debt. 

How does Staff’s recommended cost of short-term debt differ from the Company’s 

proposed cost of short-term debt? 

The Company’s proposed cost of short-term debt is a historical average of its cost of 

short-term borrowing during 2001. Staffs recommended cost of short-term debt is the 

Company’s actual cost going-fonvard. According to the Business Loan Agreement 

between Bank of America, N. A. (“B of A”) and Arizona Water, the applicable interest 

rate on the Company’s line of credit is B of A’s prime rate minus one-quarter (0.25) of a 
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percentage point.’ Therefore, Arizona Water’s cost of short-term debt is 4.00 percent 

(4.25% - 0.25%). 

111. THE COST OF EQUITY 

Comment on Capital Costs in General 

Q. 
A. 

What has been the general trend of capital costs in recent years? 

Interest rates have declined in recent years. 

Treasury rates from June 1998 to May 2003. 

Chart 1 graphs intermediate-term U.S. 

The following graph puts interest rates and capital costs in general, into historical 

perspective. Interest rates have declined significantly in the past twenty years and are 

currently at their lowest level since the 1950’s. 

According to the Company’s response to Staff data request JMR 9-3, the Bank Reference Rate as of January 24, I 

2003 is 4.25%. 
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Chart 2: Hidory of 5- and IO-Year T reawry Yields 

Q. 
A. 

According to the capital asset pricing model, the cost of equity moves in the same 

direction as interest rates. Chart 2 suggests that capital costs, including the cost of equity, 

are lower than they have been in decades. 

What have historical returns been for average risk securities? 

Wharton School finance professor Jeremy Siegel published his finding that the average 

compound and arithmetic annual returns on U.S. equities have been 8.3 percent and 9.7 

percent, respectively, using 199 years of data from 1802 through 2001 .2 

One should keep in mind that the above returns are actual returns, not expected returns. 

However, any request for an allowed ROE at or above 10.0 percent exceeds the compound 

and arithmetic average historical return on US. equities for the period mentioned above. 

The risk of a regulated water utility, as measured by the capital asset pricing model beta, is 

significantly below the theoretical average beta of 1.0. I discuss the average beta (S9) of 

Siegel, Jeremy J. Stocksfor the Long Run, third edition. McGraw-Hill, New York. 2002. p.13. 2 
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the water utility industry later. Therefore, the required return on an investment in the 

water utility industry is significantly below the average required return on the market. 

Capital Structure and Risk 

Q. 
A. 

Q. 

- 

How is risk defined? 

Risk is defined in modern portfolio theory as the sensitivity of an investment’s returns to 

market returns. The most prevalent measure of risk is “beta.” Beta is the measurement of 

an investment’s market risk, and it reflects both the business risk and financial risk of a 

firm.3 

Unique risk, or microeconomic risk, is risk that can be eliminated by portfolio 

diversification, Le. buying securities in portfolios. Unique risk is not measured by beta 

nor does it factor into the cost of equity because it can be eliminated through simple 

shareholder diversification. Unique risks are peculiar to an individual company or 

investment project. Investors who hold diversified portfolios do not wony about unique 

risk; therefore, it does not affect the cost of capital. Additionally, investors who choose to 

be less than fully diversified will not expect to be compensated for unique risk.4 

What is market risk? 

- 
Brealey, Richard, A. Stewart Myers. Principles of Corporate Finance. McGraw-Hill, New York. 1988. p. 134. 3 

‘ Harrington, Diana R. Modern Portfolio Theory, the Capital Asset Pricing Model, and Arbitrage Pricing Theory: A 
User’s Guide. Prentice-Hall, Inc., Englewood Cliffs, New Jersey. 1957. p. 16. 
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A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Market risk, also known as systematic risk, is the risk related to economy-wide perils that 

threaten all businesses such as changes in interest rates, inflation, and general business 

cycles. Market risk cannot be avoided regardless of how diversified a portfolio is. Market 

risk is the only risk that affects the cost of equity. Market risk includes business risk and 

financial risk. 

Please distinguish between business risk and financial risk. 

Business risk is the risk associated with the fluctuation in earnings due to the basic nature 

of a firm’s business. Financial risk is the risk to shareholders caused by a firm’s reliance 

on debt financing. Both business risk and financial risk affect the cost of capital. 

What is the relationship between the capital structure and financial risk? 

A greater percentage of debt in a capital structure results in a higher level of financial risk. 

How does Arizona Water’s capital structure compare to capital structures of 

publicly traded water companies? 

Arizona Water’s capital structure has a greater percentage of equity than the average 

capital structure of publicly traded water companies; therefore, Arizona Water has a lower 

level of financial risk. Schedule JMR-1 shows the capital structures of six publicly traded 

water companies (“sample water companies”) as of 2002, as well as h z o n a  Water’s 

capital structure. As of December 2002, the sample water companies were capitalized 

with approximately 50 percent equity while Arizona Water’s capital structure consists of 

approximately 70 percent equity. 
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Q. 

A. 

How does a lower level of financial risk affect a firm’s cost of equity? 

A lower level of financial risk results in a lower cost of equity. 

Fair and Reasonable Return on Equity 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Define the term “cost of equity.’’ 

A firm’s cost of equity is that rate of return that investors expect to earn on their equity 

investment given the risk of the firm. An investor’s expected return is equally defined as 

the return on equity that they expect on other investments of similar risk. 

What models did Staff use to estimate Arizona Water’s cost of equity? 

Staff used two market-based models: the discounted cash flow (“DCF”) model and the 

capital asset pricing model (“CAPM”). Staff applied these two models to publicly traded 

stocks to estimate Arizona Water’s cost of equity. 

Did Staff apply the DCF model and the CAPM to Arizona Water directly? 

No, Staff did not apply the models directly to Arizona Water became it does not have 

publicly traded stock and therefore lacks the information necessary to apply the market- 

based models. Staff used a sample of publicly traded water companies as a proxy. In 

addition to examining the sample water companies, Staff conducted an analysis of the cost 

of equity to a sample of publicly traded gas distribution companies (“sample gas 

companies”). Because the sample gas companies are riskier than the sample water 

companies, one can expect them to have a higher cost of equity on average. Therefore, 

Staffs estimate of the cost of equity to the sample gas companies requires a downward 

acgustment to be relied upon in this proceeding. 
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On its simplicity, the model made it extremely difficult, if not 
impossible, for a banker from Goldman Sachs or some other Wall 
Street firm, or for a finance professor from a prestige university to 
use the authority of hidher position to make extravagant claims 
before a regulatory agency. An independent expert or a member of 
a commission staff with far less impressive credentials could 
politely, firmly and effectively deflate any bombast in their 
te~timony.~ 

Q. 
A. 

How did Staff apply the DCF Model? 

Staff applied the DCF model using two different approaches. Staffs first approach used 

the constant-growth DCF model. Staffs second approach was to use a non-constant 

growth, or multi-stage DCF. The advantage of the multi-stage DCF is that it does not 

assume that dividends grow at a constant rate over time. 

The Constant-Growth DCF 

Q. 
A. 

What is the constant-growth DCF formula used in Staff's analysis? 

The constant-growth DCF formula used in Staffs analysis is: 

Equation 1 :  
D K = - + g  
4 

where: K = the cost of equity 
D, = the expected annual diviLm 

= the current stock price 
g = the expected infinite annual growth rate of dividends 

' Gordon, M. J. Keynote Address at the 30th Financial Forum of the Society of Utility and Regulatory Financial 
Analysts. May 8, 1998. Transparency 2. 
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The constant-growth DCF model shown in Equation 1 assumes that a company has a 

constant payout ratio and that its earnings are expected to grow at a constant rate. Thus, if 

a stock has a market price of $10 per share, an expected annual dividend of $1 per share, 

and if its dividends were expected to grow 3 percent per year, then the cost of equity for 

the company would be 13.0 percent (the 10 percent dividend yield plus the growth rate of 

3 percent per year). 

Q. 

A. 

Q. 
A. 

Q. 

How did Staff calculate the dividend yield component (Dl/Po) of the constant-growth 

DCF formula? 

Staff calculated the yield component of the DCF formula by dividing the expected annual 

dividend by the spot stock price after the close of the market on May 6, 2003, as reported 

by Yahoo Finance. 

Staff used the spot stock price because it reflects all publicly available information. 

According to the efficient markets hypothesis, the current stock price includes investors’ 

expectations of future returns and is the best indicator of these expectations. 

How did Staff estimate the dividend growth (g) component of the DCF model? 

Because the DCF model is predicated on dividend growth, Staff examined historical and 

projected growth in dividends per share (“DPS”). Staff also examined growth in earnings 

per share (“EPS”) as well as intrinsic growth. 

How did Staff estimate DPS growth? 



I 
I 
i 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

1c 

11 

12  

12 

l i  

1: 

1t 

1’ 

11 

l! 

2( 

2 

2. 

2 

2 

2 

Direct Testimony of Joel M. Reiker 
Docket No. W-01445A-02-0619 
Page 13 

A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 

Staff estimated DPS growth by calculating the average rate of growth in dividends per 

share of the sample water companies for the period 1992 to 2002. The results of the 

analysis are shown in Schedule JMR-2. Staffs analysis indicates an average historical 

DPS growth rate of 2.5 percent for the sample water companies. 

What DPS growth rate does Value Line project for the sample water companies? 

Value Line projects an average DPS growth rate of 2.9 percent over the next five years for 

the sample water companies it follows, as shown in Schedule JMR-2. This average rate is 

higher than the 10-year average historical rate that Staff calculated. 

Why did Staff examine EPS growth to estimate the dividend growth component of 

the constant-growth DCF model? 

Staff examined EPS growth because dividend growth does not occur independently of 

earnings. It would be virtually impossible for dividend growth to exceed earnings growth 

over the long run, as it would ultimately lead to payout ratios in excess of 100 percent, 

which simply are not sustainable. Therefore, Staff considered historical growth in EPS in 

estimating dividend growth. 

What is Staffs historical EPS growth rate? 

Schedule JMR-2 shows the average historical rate of growth in EPS for the sample water 

companies. Staffs average historical EPS growth rate is 3.2 percent for the sample water 

companies. 

What EPS growth rate did Value Line project for the sample water companies it 

follows? 
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A. Schedule JMR-2 shows the average of the projected EPS growth rates to be 8.7 percent, 

higher than the 10-year historical EPS growth rate. One should note that analysts’ 

projections of future earnings are generally high,‘ and vary widely depending on the 

source. For example, as of May 2003,  Zacks Investment Research projected an average 

five-year earnings growth rate of 5.35 percent for the sample water companies. 

Q. What is retention growth? 

A. Retention growth is simply the product of the percentage of earnings retained by the 

company (“retention ratio”) and the booMaccounting return on equity. This concept is 

based upon the theory that dividend growth can only be achieved if a company retains and 

reinvests a portion of its earnings in itself to earn a return. 

Q. 

A. 

What is the formula for the retention growth rate? 

The retention growth rate formula is: 

Equation 2 : 
g = br 

where : g = retention growth 
b = the retention ratio (1 - dividend payout ratio) 
r = the accounting return on common equity 

Q. What retention (br) growth rate did Staff calculate for the sample water companies? 

See Seigel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. p. 100. Malkiel, Burton G. A b 

Random Walk Down Wall Street. 1999. W.W. Norton & Co. New York. p. 169. Dreman, David. Contrarian 
Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Testimony of 
Professors Myron J. Gordon and Lawrence I. Could, consultant to the Trial Staff (Common Carrier Bureau), FCC 
Docket 79-63, p. 95. 
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A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Staff calculated an average retention (br) growth rate of 3.1 percent for the sample water 

companies, as shown on Schedule JMR-3. Staff calculated the rate by multiplying the 

accounting return on equity (r) by the retention ratio (b) for the years 1993 through 2002, 

and then averaging the results. 

Under what circumstances is the br growth rate method a reasonable estimate of 

future dividend growth? 

The br growth rate is a reasonable estimate of future dividend growth if the retention ratio 

is fairly constant and if the market price to book value (“market-to-book”) ratio is 

expected to equal 1 .O. The retention ratio for the sample water companies used in Staffs 

analysis has remained relatively stable over the past several years. However, the average 

market-to-book ratio of the sample water companies is 2.2. (See Schedule JMR-5.) Staff 

assumes that investors expect the market-to-book ratio to remain above 1 .O. 

What is the financial implication of a market-to-book ratio greater than 1.0? 

The implication is that investors expect the sample water companies to earn 

booMaccounting returns on equity greater than the companies’ costs of equity. 

How has Staff accounted for the assumption that investors expect the average 

market-to-book ratio of the sample water companies to remain above 1.0? 

Staff accounted for the assumption that investors expect the average market-to-book ratio 

of the sample water companies to remain above 1 .O by adding a second growth term to its 

br growth rate to arrive at the intrinsic growth rate. 
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A. 

Q. 
A. 

Q. 
A. 

What is the second growth term Staff used to account for the assumption that 

investors expect the average market-to-book ratio of the sample water companies to 

remain above 1.0? 

The second growth term, derived by Myron Gordon in his book, The Cost of Capital to a 

Public Utility7, is found by multiplying a variable, v by another variable, s. Staff will refer 

to the product of v and s as the vs, or stock financing growth term. The vs growth term 

represents the company’s dividend growth through the sale of stock. 

What does the variable v represent and how is it calculated? 

The variable v represents the fraction of the funds raised from common stock sales that 

accrues to existing shareholders. It is calculated as follows: 

Equation 3 

book value 
v = 1 - (  market value 1 

For example, if a share of stock with a $10 book value is selling for $13, the v term would 

equal .23 (1-[$10/$13]). Schedule JMR-3 shows Staffs calculation of v for each of the 

sample water companies. 

What does the variable s represent and how is it calculated? 

The variable s represents the expected rate of increase in common equity from stock sales. 

For example, if a company has $100 in equity and it sells $10 of stock then s would equal 

10 percent ($10/$100). Staff used historical accounting data to calculate an average s 

value for the sample water companies of 2.9 percent. 

’ Gordon, Myron J. The Cost of Capital to a Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 31-35. 
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Q. 
A. 

Q. 

A. 

How does the vs term work? 

When a utility is expected to earn a booWaccounting return equal to its cost of equity then 

its market price will equal its book value and v will be equal to 0.0 (1- ($ lO/$ lO)) .  If a 

utility is expected to earn more than its cost of equity then its market-to-book ratio will be 

greater than 1 .O. If the market-to-book ratio is greater than 1 .O and v is positive when new 

shares are sold, then the book value per share of outstanding stock is less than the per 

share contributions of new shareholders. The per-share contribution in excess of book 

value per share accrues to the old shareholders in the form of a higher book value. The 

resulting higher book value leads to higher expected earnings and dividends. Thus, the 

growth term in the basic DCF model should include the vs growth term when the market- 

to-book ratio is not expected to equal 1 .O. 

Shouldn’t utilities’ market-to-book ratios fall to 1.0 if their authorized ROEs are set 

equal to their costs of equity? 

In theory, yes. Utilities’ market-to-book ratios should fall to 1 .O, in theory, making the vs 

term unnecessary. Setting the authorized return on equity for a utility equal to its cost of 

equity should eventually force the utility’s market price down to equal its book value. In 

principle, then, the vs term is unnecessary in the long run. In reality, rate orders do not 

force market-to-book ratios to 1.0 for a variety of reasons. For example, regulatory 

commissions do not issue orders simultaneously for multijurisdictional utilities, and a 

company may have earnings that are unregulated. Therefore, Staff included the vs growth 

term in its DCF analysis, even though the resulting growth rate estimate might be too high. 

Staffs resulting estimates are too high to the extent that investors expect the sample’s 

average market-to-book ratio to fall to 1 .O because of falling authorized ROEs. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What is Staff's intrinsic growth rate and how was it calculated? 

Staffs intrinsic growth rate is 4.8 percent for the sample water companies. It was 

calculated by averaging the sum of Staffs br and vs growth rates for each of the sample 

water companies. (See Schedule JMR-3.) 

Did Staff consider VaEue Line forecasts to estimate intrinsic growth? 

Yes. Staff considered Value Line's b and r projections to calculate projected intrinsic 

growth rates for the sample water companies. The average intrinsic growth rate calculated 

under this approach is 7.8 percent. Schedule JMR-3 shows Staffs calculations of intrinsic 

growth based on Value Line's projections. 

What is Staffs expected infinite annual growth rate in dividends? 

Schedule JMR-4 shows Staffs calculation of expected dividend growth. Staffs expected 

annual dividend growth rate is also shown in the following table: 

Table 4 

Growth Rate g 
10-Y ear EPS Growth 3 2% 
Projected EPS Growth 8.7% 
10-Year DPS Growth 2.5% 
Projected DPS Growth 2.9% 
10-Year Intrinsic Growth 4.8% 
Proiected Intrinsic Growth 7.8% 
Average 4.98% 

What is the result of Staff's constant-growth DCF analysis? 

Schedule JMR-7 shows the result of Staffs constant-growth DCF analysis. 

constant-growth DCF cost of equity estimate is also shown below: 

Staffs 
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Table 5 
Dl/Po + g = k 
3.47% + 4.98% = 8.5% 

The Multi-Stage DCF 

Q. 
A. 

Q. 

What is the multi-stage DCF formula? 

The multi-stage DCF formula is shown in the following equation: 

Equation 4 :  

Where: pO = currentstockprice 
D, = dividends expectedduring stage1 
K = costof equity 
y2 = years of non - constant growth 

D,, = dividend expectedin yearn 
g ,  = constant rateof growth expectedafter yearn 

The multi-stage DCF model shown above incorporates at least two growth rates. It 

assumes that investors expect a certain rate of non-constant dividend growth in the near 

term known as “stage-1 growth”, as well as a longer-term constant rate of growth known 

as “stage-’, growth.” 

How did Staff implement the multi-stage DCF model? 
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A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Staff forecasted a stream of dividends and found the cost of equity that equates the present 

value of the stream to the current stock price for each of the sample water companies. 

consistent with Equation 4. 

How did Staff calculate stage-1 growth? 

Staff forecasted dividends five years out for each of the sample water companies followed 

by Value Line using Value Line’s estimate of the projected dividend for the next twelve 

months and the five-year projected DPS growth rate. For the sample water companies 

followed by Value Line Small Cap, Staff forecasted the dividends expected over the next 

twelve months, and forecasted dividends five years out using the average projected DPS 

growth rate. 

How did Staff estimate stage-2 growth? 

For stage-2 growth, or constant growth, Staff used the rate of growth in gross domestic 

product (“GDP”) from 1929 to 2002, which is 6.5 percent. Historical growth in GDP is 

appropriate because it ultimately assumes that the water utility industry will neither grow 

faster, nor slower, than the overall economy. 

What is the result of Staff‘s multi-stage DCF analysis? 

Schedule JMR-6 shows the result of Staffs multi-stage DCF analysis. The average of 

Staffs multi-stage DCF estimates is 9.6 percent. 
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Capital Asset Pricing Model 

Q. 
A. 

Q. 

Please describe the capital asset pricing model. 

The CAPM is the best-known model of risk and return.’ The CAPM is the work of Nobel 

prize-winning economists and provides a method to estimate the risk and expected return 

on a risky asset. The model concludes that the expected return on a risky asset is equal to 

the sum of the prevailing risk-free interest rate and the market risk premium adjusted for 

the riskiness of the investment relative to the market. The critical assumptions of the 

CAPM can be summed up in the following quote from the book, The Stock Market: 

Theories and Evidence:’ 

The [CAPM] model presents a simple and intuitively appealing 
picture of financial markets. All investors hold efficient portfolios 
and all such portfolios move in perfect lockstep with the market. 
Portfolios differ only in their sensitivity to the market. Prices of all 
risky assets adjust so that their returns are appropriate, in terms of 
the model, to their riskiness. This riskiness is measured by a 
simple statistic, beta, which indicates the sensitivity of the asset to 
market movements. 

According to a 2001 study published in the Journal ofFinancia1 Economics, among CFOs 

the CAPM is by far the most popular method of estimating the cost of equity.” 

What is the CAPM formula? 

Brealey, Richard, Stewart C. Myers. Principles of Corporate Finance. 1988. McGraw-Hill. New York. p. 165. 
Lorie, James, Mary T. Hamilton. The Stock Market: Theories and Evidence. Richard D. Irwin, Inc. Homewood, 

S 

Illinois. 1973. p. 202. 

Journal of Financial Economics. 60 (2001) pp. 187-243. 
Graham, John R., Campbel R. Harvey. “The Theory and Practice of Corporate Finance: Evidence from the Field.” IO 
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A. 

Q. 

A. 

Q. 
A. 

The CAPM formula is shown in the following equation: 

Equation 5 : 
K = R, + P ( R ,  -R,)  

= riskfreerate 

= return on market 
where : Rf 

Rm 
P = beta 

Rm - R, = market risk premium 

How was the CAPM implemented to estimate Arizona Water's cost of equity? 

Staff implemented the CAPM on the same sample water companies to which it applied the 

DCF model. 

What risk-free rate of interest did Staff estimate? 

Staff estimated the risk-free rate to be 3.3 percent. The estimate is based upon an average 

of intermediate-term U.S. Treasury securities' spot rates published in The Wall Street 

Journal. Published rates, as determined by the capital markets, are objective, verifiable, 

and readily available, as opposed to rates published by a forecasting service which are not 

necessarily objective, and are certainly not necessarily verifiable or readily available. 

Staff averaged the yields-to-maturity of three intermediate-term' (five-, seven-, and ten- 

year) U.S. Treasury securities quoted in the May 7, 2003, edition of The Wall Street 

Journal. Intermediate-term rates averaged 3.3 percent." 

" The use of intermediate-term securities is based on the theoretical specification that the time to maturity 
approximates the investor's holding period, and assumes that most investors consider the intermediate time frame (5- 
10 years) a more appropriate investment horizon. See Reilly, Frank K., and Keith C. Brown. Investment Analysis 
and Portfolio Management. 2003. South-Westem. Mason, OH. pp. 438 - 439. 
'' Average yield on 5-, 7-, and 10-year Treasury notes according to the May 7, 2003, edition of The W d S t r e e t  
Jotimal: 2.74%, 3.38%, and 3.80%, respectively. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

What beta (p) did Staff use? 

Staff used the average of the Value Line betas for the six sample water companies in its 

analysis as a proxy for Arizona Water's beta. Column 'F' of Schedule JMR-5 shows that 

the average Value Line beta is .59 for the sample water companies. 

Please describe the expected market risk premium (R, - Rf). 

The expected market risk premium is the amount of additional return that investors expect 

from investing in the market (or an average-risk security) over the risk-free asset. 

What is Staff's range of market risk premium estimates? 

Staffs range of estimates for the market risk premium is 7.4 percent to 13.1 percent. 

How did you calculate your market risk premium range? 

Two approaches were used. The first approach is an estimate of the historical market risk 

premium. The second approach is an estimate of the current market risk premium. 

Please describe Staffs first approach to estimating the market risk premium: 

estimating the historical market risk premium. 

For the first approach, Staff assumed that the average historical market risk premium is a 

reasonable estimate of the expected market risk premium. If one consistently uses the 

long-run average market risk premium to estimate the expected market risk premium, one 

should, on average, be correct. 
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Staff used the historical intermediate-term market risk premium published in Ibbotson 

Associates' Stocks, Bonds, Bills and Injlation 2003 Yearbook for the 77-year period from 

1926 to 2002. Ibbotson Associates' calculation is the arithmetic average difference 

between S&P 500 returns and intermediate-term government bond income returns. The 

77-year period is used to eliminate shorter-term biases while at the same time including 

unexpected past events including business cycles. Staffs market risk premium estimate 

using this approach is 7.4 percent. 

Q. 

A. 

Q. 

Please describe the second approach to estimating the market risk premium: 

estimating the current market risk premium. 

Staffs second approach essentially boils down to inserting a DCF-derived ROE into the 

CAPM equation, along with a beta and long-term risk-free rate, and solving the O M  

equation for the implied market risk premium. Value Line projects the expected dividend 

yield (next 12 months) and growth for all dividend-paying stocks under its review. 

According to the May 2, 2003, edition of Value Line, the expected dividend yield is 2.1 

percent and the expected annual growth in share price is 15.83 pe r~en t . ' ~  Therefore, the 

constant-growth DCF estimate of the cost of equity to all dividend-paying stocks followed 

by Value Line is 17.9 percent. Using a beta of 1.00 and the current long-term risk-fi-ee 

rate of 4.76 percent, the implied current market risk premium is 13.1 percent.I4 

What are the results of Staff's CAPM analysis? 

3 to 5 year price appreciation potential is 80%. 
17.9% = 4.76% + 1.00 x (current market risk premium); 13.1% = current market risk premium. 

1.80"* - 1 = 15.83% 13 

14 

A long-term rate is used here because the constant-growth DCF model does not assume a holding period other than 
infinity, which is a very long time. Therefore, a long-term risk-free rate is used for consistency. 
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A. Schedule JMR-7 shows the results of Staffs CAPM analysis. Staffs CAPM cost of 

equity estimates are also shown in the following table: 

Table 6 

CAPM 
Resulting Cost of 
Equity Estimate 

~ ~ 

Historical Market Risk Premium 7.7 
Current Market Risk Premium 11.1 

~~ - 

Average 9.4 

IV. FINAL COST OF EQUITY ESTIMATES FOR ARIZONA WATER 

Q- 
A. 

Q. 
A. 

Please summarize the results of Staffs cost of equity analysis. 

The following table shows the results of Staffs cost of equity analysis: 

Table 7 

Method Estimate 
Constant Growth DCF 8.5% 

Average DCF Estimate 9.0% 
Historical MRP CAPM 7.7% 
Current MRP CAPM 11.1% 

Average CAPM Estimate 9.4% 
Average 9.2% 

Multi-Stage DCF 9.6% 

Based on the results shown in Table 7, Staff would conclude that the cost of equity to the 

water utility industry is somewhere in the range of 7.7 percent to 11.1 percent. The 

average of Staffs DCF and CAPM estimates are 9.0 percent and 9.4 percent, respectively. 

What are Staff's cost of equity estimates for the sample gas companies? 

Staffs cost of equity analysis for the sample gas companies is shown on Schedules JMR- 
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12 through JMR-18. The average of Staffs DCF and CAPM estimates of the cost of 

equity to the sample gas companies is 10.3 percent. 

Q. 
A. 

Q. 
A. 

Are the sample gas companies riskier than the sample water companies? 

Yes. The average beta of the sample water companies is .59 (Schedule JMR-5). The 

average beta of the sample gas companies is .69 (Schedule JMR-16). Based on Staffs 

CAPM analysis, the cost of equity to the sample gas companies is approximately 100 basis 

points higher than the cost of equity to the sample water companies based on the 

difference in risk. Therefore, Staffs estimate of the cost of equity to the sample gas 

companies would require a signzficant downward acljustment, in addition to a capital 

structure adjustment (discussed later), in order to be applied to Arizona Water. 

What is Staffs ROE recommendation for Arizona Water? 

Staffs ROE recommendation for h z o n a  Water is 9.0 percent. This is at the lower end of 

Staffs average DCF and CAPM cost of equity cost estimates. Staff is recommending a 

ROE lower than its average estimate of 9.2 percent because Arizona Water’s capital 

structure reflects lower financial risk than that of the sample water companies. The 

business risks associated with the nature of water utility operations have been accounted 

for through Staffs selection of proxy companies. 

The Effect of Arizona Water’s Capital Structure on its Cost of Equity 

Q. Is there an accepted formula by which the effect of Arizona Water’s capital structure 

on its cost of equity can be estimated? 

Yes. The effect that a company’s capital structure has on its cost of equity can be 

estimated by adjusting beta to reflect an increase or decrease in leverage. The Value Line 

A. 



I 
I 
I 
1 
I 
I 
i 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
II 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

2: 

1: 

11 

Direct Testimony of Joel M. Reiker 
Docket No. W-O1445A-02-0619 
Page 27 

betas for the sample water companies are “levered” betas - they reflect investors’ 

perceptions of both the business risks and the financial risks of the firm. In other words, 

one portion of the Value Line beta is related to the business risk of the firm and one 

portion of the Value Line beta is related to the financial risk of that firm. We already 

know the capital structures and beta for each of the sample water companies followed by 

Value Line. Therefore, if we remove from each firm’s beta that portion of risk related to 

the use of debt, we can estimate what the firm’s beta would be if it were financed entirely 

with equity capital. This is known as the “unlevered” beta.15 The following equation is 

used to estimate the unlevered beta for a firm: 

Equation 6 : 

P L  

= 1 4- BD t EC (I -t) 

Where : 
P,, = unlevered beta 
p, = levered beta 
BD =bookdebt 
EC = equity capital 
t = tax rate 

Q .  
A. 

Did Staff calculate unlevered betas for the sample water companies? 

Yes. Schedule JMR-9 shows how Staff calculated the unlevered beta for each of the 

sample water companies. The following table shows that the average raw betaI6 of the 

Unlevered betas are discussed on page 38 of Cost of Capital: 2002 Yearbook, published by Ibbotson Associates. 15 

“Betas published by Value Line have been “adjusted” for their presumed long-term tendency to converge toward 
1 .O. The adjustment process pushes high betas down toward 1 .O and low betas up toward 1 .O. For purposes of 
calculating the capital structure adjustment to the cost of equity, Staff first “unadjusted” the Value Line betas to arrive 

37-38. 
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sample water companies decreases from .36 to .22 with the removal of all risk related to 

the use of debt. Therefore, a raw beta of .22 represents investors’ perceptions of the 

business risks associated with the sample companies. Additionally, .22 represents what 

the sample companies’ raw beta would be if they were financed entirely with equity. 

Table 7 

Q. 

A. 

__ 

Value Line 
(levered) Raw Unlevered 

Company Beta Raw Beta 
American States Water .37 .22 
California Water Service .37 .21 
Connecticut Water Service .37 .24 
Middlesex Water .30 .17 
P hi1 adelphi a Suburb an .52 .30 
SJW Corp. .22 .16 
Average .36 .22 

Is there a method by which the unlevered beta can be “relevered” using the capital 

structure of Arizona Water to arrive at a beta that is more representative of Arizona 

Water’s financial risk? 

Yes. On average, the capital structures of the sample water companies are more 

leveraged, and reflect greater financial risk than Arizona Water’s capital structure in this 

proceeding. In order to calculate a beta that is more representative of Anzona Water’s 

financial risk, the unlevered beta discussed above can be relevered using Arizona Water’s 

capital structure. The following formula is used to calculate the relevered beta: 

- 
at the “raw” beta, then “readjusted” the raw beta consistent with the method used by Value Line. The Value Line 
adjustment formula is [(raw beta x 0.67) + 0.351. 



I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I '  

1 

2 

3 

4 

5 

6 

7 

E 

s 
1C 

11 

1; 

1: 

1 L  

It 

1f 

Direct Testimony of Joel M. Reiker 
Docket No. W-01445A-02-0619 
Page 29 

Equation 7 :  

p,, = p,, (1 + (1 - t)BD f EC) 

Where : 
,f?,, = relevered beta 
puL = unlevered beta 
t =tax rate 
BD = book debt 
EC = equity capital 

Schedule JMR-IO shows Staffs calculation of the relevered beta. Staff has calculated the 

relevered raw beta to be .28. When adjusted, the relevered raw beta becomes .53. 

Q. 

A. 

Can the relevered beta be used to estimate the effect of Arizona Water's capital 

structure on its cost of equity? 

Yes. Once the relevered beta has been determined, the CAPM can be used to estimate the 

impact of the Company's capital structure on its cost of equity. Schedule JMR-11 shows 

Staffs CAPM estimates of the cost of equity using the Value Line levered beta (lines 1 - 

3) as well as the relevered beta of .53 (lines 6 - 8). Column E of the same schedule shows 

the required capital structure adjustment to the cost of equity, this is the simple difference 

between the cost of equity estimates derived from the Value Line levered beta and the 

estimates derived from the relevered beta. On average, Arizona Water's cost of equity is 

approximately 60 basis points Zowev than the cost of equity to the sample water 

companies. 
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Q. 

A. 

How does this reconcile with Staffs final ROE recommendation of 9.0 percent? 

Staff concludes that the cost of equity to the water utility industry is somewhere in the 

range of 7.7 percent to 11.1 percent. Staffs recommended ROE of 9.0 percent is at the 

lower end of Staffs average of DCF and CAPM estimates, and is therefore reasonable. 

V. RATE OF RETURN RECOMMENDATION 

Q. 

A. 

What is Staff's rate of return recommendation for Arizona Water? 

Staff recommends a ROR of 8.6 percent for Arizona Water, as shown in Schedule JMR-8 

and the following table: 

Table 8 

Weighted 
Weight Cost cost 

2.39% 
0.22% 

Cost of CaDitaVROR 8.6% 

Long-term Debt 28.2% 8.46% 
Short-term Debt 5.6% 4.0% 
Common Equity 66.1% 9.0% 5.95% 

Financial Integrity 

Q. 

A. 

Will Staff's recommendation allow Arizona Water to maintain its financial integrity? 

Yes. Staffs ROR recommendation results in a pre-tax interest coverage ratio of 4.7, 

calculated in column F of Schedule JMR-8. Interest coverage is one of the determinants 

of a company's bond rating - a higher ratio of earnings to interest results in a higher bond 

rating." According to Standard & Poors 2002 Corporate Ratings Criteria, the median 

interest coverage ratio for an 'A' rated U.S. electric utility (Staffs most available proxy 

for a water company) is 3.4.'' 

Brealey, Richard, Stewart C.Myers. Principles of Corporate Firzrince. 1995. McGraw-Hill. New York. p. 671 
Standard & Poors 2002 Corporate Ratings Criteria. P. 54. 

17 

I X  
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VI. COMMENT ON THE DIRECT TESTIMONY OF COMPANY WITNESS THOMAS 

M. ZEPP 

Q. 

A. 

Please summarize Dr. Zepp’s ROE recommendations, analyses, and estimates. 

Dr. Zepp recommends a 12.4 percent ROE. He calculates DCF estimates for a sample of 

water utilities and a sample of gas utilities. He also conducts three risk premium analyses 

based on water utilities and gas utilities. The average of all his equity cost estimates is 

11.2 percent.” He argues that Arizona Water faces additional risk compared to larger, 

publicly traded utilities, so he recommends adding a 100 to 150 basis point risk premium 

to his results to arrive at his final recommendation of 12.4 percent. 

Dr. Zepp’s DCF Estimates 

Q- 
A. 

Does Staff have any comments on Dr. Zepp’s DCF estimates? 

Yes, Staff has seven comments on Dr. Zepp’s DCF estimates: 

1. Staff disagrees with Dr. Zepp’s exclusion of Connecticut Water and Middlesex Water 

from his sample of water utilities. 

2. Staff disagrees with Dr. Zepp’s exclusion of Cascade Natural Gas and Southwest Gas 

from his sample of gas distribution utilities. 

3. Dr. Zepp’s conclusion that gas utilities and water utilities have approximately the same 

level of risk is incorrect. 

4. The use of a historical average dividend yield in the constant growth DCF formula is 

inappropriate and should not be given weight by the Commission. 

5 .  Dr. Zepp’s calculation of projected near-term earnings growth contains two errors. 

Direct testimony of Thomas M. Zepp, Table 25 19 
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6. Dr. Zepp’s sole reliance on analysts’ forecasts of future growth is inappropriate and 

results in inflated cost of equity estimates. 

7. Dr. Zepp did not consider DPS growth in his DCF analysis. However, DPS growth is a 

fundamental component of a constant-growth DCF method such as Dr. Zepp uses, 

I discuss these seven points below. 

Sample Selection Problems 

Q. 

A. 

Q. 

A. 

Explain how Dr. Zepp’s exclusion of Connecticut Water and Middlesex Water from 

his sample of water utilities is inappropriate. 

Dr. Zepp’s exclusion of Connecticut Water and Middlesex Water from his sample of 

water utilities is inappropriate because he provides no sound basis for excluding them. 

According to Dr. Zepp, Connecticut Water and Middlesex Water “have experienced 

increases in common stock prices that are substantially above the increases in prices for 

other water utility stocks and thus appear to be acquisition or merger candidates.” (See 

direct testimony of Thomas M. Zepp, p. 10 at 19-21 .) 

Why would it be difficult to estimate the cost of equity using the DCF method if 

acquisition targets were included in the sample? 

If a company is expected to be acquired at a premium, investors will bid the price of its 

stock up (and its dividend yield down) and the DCF method could understate the cost of 

equity . 
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Q. 

A. 

Q. 

A. 

Have Connecticut Water and Middlesex Water experienced increases in common 

stock prices that are substantially above the increases in prices for the other Value 

Line water utilities? 

No. In Chart 3 I have indexed the stock prices of the Value Line water utilities for 

January 2001 through April 2003. As Chart 3 shows, one cannot reasonably draw the 

conclusion that Connecticut Water (CTWS) and Middlesex Water (MSEX) are acquisition 

targets based solely on their stock By contrast, American Water Works (AWK) 

experienced substantial increases in its stock price in anticipation of its acquisition in 

January 2003, by RWE, AG, a German conglomerate. 

180 

1EO 

1 a 

12C 

1 GO 

so 

50 

Does Dr. Zepp offer any evidence such as press releases, announcements, or news 

articles that would suggest Connecticut Water and Middlesex Water, specifically, are 

acquisition targets? 

No. Dr. Zepp only offers his opinion. Regardless of such information, stock prices do not 

appear to have been bid up to make DCF estimates underestimate the cost of equity. 

Chart 3 shows what $100 invested in each of the V h e  Line water utilities in January 2001 would be worth as of 20 

April 2003. 
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Q. 

A. 

Why does Staff disagree with Dr. Zepp’s exclusion of Cascade Natural Gas and 

Southwest Gas from his sample of gas distribution utilities? 

Staff disagrees with Dr. Zepp’s exclusion of Cascade Natural Gas and Southwest Gas 

f?om his sample of gas utilities based on their medium-grade bond ratings. Bonds rated 

Baa (medium-grade) or above, are known as investment-grade securitiq2’ and are 

therefore included in Staffs sample of gas utilities. 

Risk Comparison Problem 

Q. Why is Dr. Zepp’s conclusion that gas utilities and water utilities have approximately 

the same level of risk incorrect? 

Dr. Zepp’s conclusion that gas utilities and water utilities have approximately the same 

level of risk is incorrect because the average beta for the sample gas companies is .69, 

whereas the average beta for the sample water companies is .59.22 Looking at the more 

relevant unadjusted betas, the difference is even more p r o n ~ u n c e d . ~ ~  The average 

unadjusted beta for the sample gas companies is .5 1 , while the average unadjusted beta for 

the sample water companies is .36.24 Therefore, according to standard corporate finance 

principles, the sample gas companies are riskier in terms of market risk. Based on Staffs 

CAPM analysis, the cost of equity to the sample gas companies is approximately 100 basis 

A. 

21 Brealey, Richard A,, Stewart C. Myers. Principles of Corporate Finance. 1988. McGraw-Hill. New York. P. 563. 
-- See Column F of Schedule JMR-5 and Column F of Scheduie JMR-16. 
’’ Betas published by Value Line have been “adjusted” for their long-term tendency to converge toward 1 .OO. The 
adjustment process pushes high betas down toward 1 .O and low betas up toward 1 .O. 

37 

See Column G of Schedule JMR-5 and Column G of Schedule JMR-16. 24 
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points higher than the cost of equity to the sample water companies, based on the 

difference in market risk. 

Q. 

A. 

Are Dr. Zepp’s final cost of equity estimates consistent with his testimony that “the 

average risk for the gas utilities sample is approximately the same as the average risk 

P. 35 at 7 for the water utilities sample?” (See direct testimony of Thomas M. Zepp. 

- 9.) 

No. First, Dr. Zepp assumes that “the average risk for the gas utilities 

approximately the same as the average risk for the water utilities sample.” 

sample is 

See direct 

testimony of Thomas M. Zepp. P. 35 at 7 - 9.) Then, he implicitly assumes that gas 

utilities are riskier than water utilities by adjusting his estimates of the cost of equity to the 

gas utilities downward by 50 basis points. However, his adjustment is too small and 

appears to be arbitrary. As I stated previously, based on Staffs CAPM analysis, the cost 

of equity to the sample gas companies is approximately 100 basis points higher than the 

cost of equity to the sample water companies, based on the difference in market risk. 

Miscalculated Price Problem 

Q. 

A. 

Explain how Dr. Zepp’s DCF estimates based on 3-month and 12-month average 

stock prices are inappropriate. 

Dr. Zepp’s DCF estimates based on 3-month and 12-month average stock prices are 

inappropriate because only the most recent spot stock price is relevant. ine expected 

dividend yield requires the most recent spot stock price in the denominator of the 

calculation (D,/Po). Professor Myron Gordon, the father of modem DCF analysis advises: 

-7 
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The term for dividend yield in the Eq. [ 11 expression for a share’s 
yield is the forecast dividend for the coming period, D1, divided by 
the current price, PO. The value assigned to PO should be the price 
of the share at the time the share yield is being estimated. The 
rationale for using the current price is that at each point in time it 
reflects all the information available to a company’s investors 
regarding future dividends.25 

The most recent stock price is the only appropriate price to use in the denominator of the 

DCF equation in order to maintain consistency with the efficient markets hypothesis, a 

crux of modem corporate finance theory. 

Q. 

A. 

Can Staff cite any further support for the use of a spot yield rather than a historical 

average? 

Yes. The tendency of some analysts to violate financial principles and use a historical 

average dividend yield was the focus of a February 1, 1996, article in Public Utilities 

Fortnightly : 

To the extent that prior yields form a reference point for 
expectations of future yields, the information content of historic 
yields is already included in the current spot yield. Thus, to average 
the historic yield with the spot yield simply double counts any 
relevant historic information and leads us away from rather than 
toward the actual future yield. 

Note also that by averaging historical data we introduce more 
distant data into the analysis. This forces us to put less weight on 
the current spot yield, so that we can consider yields estimated in a 
period where market participants knew less about next year than 
they do today. This simply does not make sense.26 

25 Testimony of professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Carrier 
Bureau), FCC Docket 79-63, p. 63. 
26 Kihm, Steven G. “The Superiority of Spot Yields in Estimating Cost of Capital.” Public Utilities Fortnightly. 
February I ,  1996. pp, 42-45. 
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Q. Has the Commission ruled on the use of spot market data in estimating the cost of 

capital? 

Yes. In Decision No. 64727, dated April 17, 2002, the Commission agreed with Staffs 

use of spot market data in estimating the cost of debt and equity.27 

A. 

Growth Calculation Problem 

Q. 

A. 

Q. 

A. 

Are there any errors in Dr. Zepp’s calculation of projected near-term earnings 

growth? 

Yes, there are two errors. First, according to his Table 15, Dr. Zepp relies on First Call’s 

near-term earnings growth forecast for the entire water utility industry rather than 

averaging the available First CalZ near-term earnings growth forecasts for each firm in his 

sample. Dr. Zepp’s second error is the omission of Philadelphia Suburban Corporation 

from his average of Value Line projected near-term earnings growth. 

Explain how relying on the near-term earnings growth forecast for the entire water 

utility industry instead of averaging the available near-term earnings growth 

forecasts for each firm in the sample is inappropriate. 

Relying on the near-term earnings growth forecast for the entire water utility industry 

instead of averaging the available near-term earnings growth forecasts for each firm in the 

sample is inappropriate because it creates a mismatch between the expected dividend 

growth rate and the expected dividend yield. Applying the expected dividend growth rate 

for one group of companies to the expected dividend yeld of another group when the first 

group may have increased its retention rate (reduced its payout ratio) will result in a 

27 Application of Black Mountain Gas Company. Docket No. 6-03703A-01-0263 
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meaningless cost of equity estimate. The following figure shows how a mismatch of this 

type can result in a meaningless cost of equity estimate: 

Expected Expected E q 11 it y 
end Dividend Retention Cost 

Yield Gro Ratio Estimate 

D 
5 U 3 k 4 - 

50% 10% 

\5y0 

C5n1pany A 5% 

Company B 2.5% 7.5% 

Figure 1 shows cost of equity estimates for two companies. The cost of equity estimate is 

10 percent for each company. However, as shown in the diagram, Company B has 

increased its growth rate by increasing its retention ratio (and reducing is payout ratio, 

hence the lower dividend yield).'* As shown in Figure 1, even though both companies 

may be in the same industry and have the same required return, adding the expected 

dividend growth rate of Company B to the expected dividend yield of Company A will 

result in a meaningless cost of equity estimate. 

In order to match his estimate of the expected dividend yield with his estimate of expected 

dividend growth, Dr. Zepp should have used an average of the available First Call near- 

'' Reilly, Frank K., Keith C. Brown. Investment Analvsis and Portfolio Management. South-Westem. 2003. 
Mason, OH. pp.. 399-400. 
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term earnings growth forecasts for each firm in his sample when estimating projected 

near-term earnings growth. This growth rate is lower than First Call’s near-term earnings 

growth forecast for the entire water utility industry. 

Forecasted Growth Problem 

Q. 

A. 

Q. 

A. 

Q. 

Explain how Dr. Zepp’s exclusive reliance on analysts’ forecasts of near-term 

earnings growth is inappropriate to forecast DPS growth and results in inflated cost 

of equity estimates. 

Dr. Zepp’s exclusive reliance on analysts’ forecasts of near-term earnings growth in his 

DCF analysis is inappropriate because it assumes that investors do not look at other 

information such as past dividend growth. 

Is there a problem with relying exclusively on analysts’ forecasts of near-term 

earnings growth in a DCF analysis. 

Yes. Analysts’ forecasts of near-term earnings growth are known to be overly optimistic. 

How do you respond to Dr. Zepp’s statement that, “To the extent that past DPS and 

EPS growth provide an indication of future growth prospects, I assume analysts have 

taken such past information into account when they formed their forecasts of the 

future?” (See direct testimony of Thomas PI. Zepp. Page 28 at  7-9.) 
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A. 

Q. 

A. 

Q .  

A. 

While I agree that professional analysts may have considered past growth in their 

forecasts, the appropriate growth rate to use in the DCF formula is the dividend growth 

rate expected by investors, not analysts. Therefore, the reasonable assumption that 

investors rely, to some extent, on past growth in addition to analysts’ forecasts, warrants 

consideration of both. 

On page 28, footnote 5, of his direct testimony Dr. Zepp cites a study conducted by 

David A. Gordon, Myron J. Gordon and Lawrence I. Gould” (“GG&G”), which he 

claims supports the exclusive use of analysts forecasts in the DCF model. How do 

you respond? 

I have reviewed the article and found that GG&G do not conclude that investors ignore 

past growth when pricing stocks. Therefore, the GG&G article does not support the 

exclusive use of analysts’ forecasts in the DCF model. 

In light of his participation in the GG&G study, does Professor Myron Gordon 

advocate the exclusive reliance on analysts’ forecasts in his DCF model? 

No. Subsequent to the GG&G study, Professor Gordon provided the keynote address at 

the 30th Financial Forum of the Society of Utility and Regulatory Financial Analysts, in 

which he stated: 

I understand that companies coming before regulatory agencies 
liked and advocated the high growth rates in security analyst 

29 Gordon, David A,, Myron J. Gordon, Lawrence I. Gould. “Choice Among Methods of Estimating Share Yield.” 
The Jotrrnal of Portfolio Management. Spring 1989. pp. 50-55. 
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forecasts for arriving at their cost of equity capital. Instead of 
rejecting these forecasts, I understand that FERC and other 
regulatory agencies have decided to compromise with them. In 
particular, in arriving at the cost of equity for company X, the 
FERC has decided to arrive at the growth rate in my dividend 
growth model by using an average of two growth rates. One is 
security analysts forecast of the short-term growth rate in earnings 
provided by IBES or Value Line and the other a more long run and 
typically lower figure such as the past growth in GNP. 

Such an average can be questioned on various grounds. However, 
my judgement is that between the short-tern forecast alone and its 
average with the past growth rate in GNP, the latter may be a more 
reusonabZeJg~re.~~ (emphasis added) 

Q- 

A. 

Q. 

How does Dr. Zepp’s exclusive reliance on analysts’ earnings forecasts result in 

inflated cost of equity estimates? 

Dr. Zepp’s exclusive reliance on analysts’ earnings forecasts results in inflated cost of 

equity estimates because analysts’ earnings forecasts are known to be overly optimistic. 

To the extent that investors are aware of the bias in analysts’ projections of future 

earnings, they will make appropriate adjustments. 

Can you provide evidence to support your testimony that analysts’ forecasts of 

future earnings are high? 

30 Gordon, M. J. Keynote Address at the 30“ Financial Forum of the Society of Utility and Regulatory Financial 
Analysts. May 8, 1998. Transparency 3. 
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A. Yes. Many experts in the financial community have commented on biasiover-optimism in 

analysts’ forecasts of future  earning^.^' A study cited by David Dreman in his book 

Contrarian Investment Strategies: The Next Generation found that Value Line analysts 

were optimistic in their forecasts by 9 percent annually, on average for the 1987 - 1989 

period. Another study conducted by David Dreman found that between 1982 and 1997, 

analysts overestimated the growth of earnings of companies in the S&P 500 by 188 

percent . 

Burton Malkiel of Princeton University studied the one-year and five-year earnings 

forecasts made by some of the most respected names in the investment business. The 

results showed that when compared with actual earnings growth rates, the five-year 

estimates of professional analysts were worse than the predictions from several nalve 

forecasting models, such as the long-run rate of growth of national income. Professor 

Malkiel discusses the results of his study in the following quote from his book A Random 

Walk Down Wall Street: 

When confronted with the poor record of their five-year growth 
estimates, the security analysts honestly, if sheepishly, admitted 
thatfive years ahead is really too far in advance to muke reliuble 
projections. They protested that although long-term projections 
are admittedly important, they really ought to be judged on their 
ability to project earnings changes one year ahead. 

Believe it or not, it turned out that their one-year forecasts were 
even worse than their five-year projections. It was actually harder 

See Seigel, Jeremy J. Stocks for the Lon-. 2002. McGraw-Hill. New York. p. 100. Malkiel, Burton G. A 31 

Random Walk Down Wall Street. 1999. W.W. Norton & Co. New York. p. 169. Dreman, David. Contrarian 
Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Testimony of 
Professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Carrier Bureau), FCC 
Docket 79-63, p. 95. 
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for them to forecast one year ahead than to estimate long-nm 
changes. 

The analysts fought back gamely. They complained that it was 
unfair to judge their performance on a wide cross section of 
industries, because earnings for electronics firms and various 
“cyclical” companies are notoriously hard to forecast. “Tty us on 
utilities, ” one analyst confidently asserted. So we tried it and they 
didn’t like it. Even the forecasts for the stable utilities were far  off 
the mark. Those the analysts confidently touted as high growers 
turned out to perform much the same as the utilities for which only 
low or moderate growth was pre~licted.~’ (emphasis added) 

Q. 

A. 

Are investors aware of the problems associated with analysts’ forecasts? 

Yes. In addition to books, numerous articles appearing in The Wall Street Journal and 

other publications have cast a negative light on research analysts and their forecasts.33 

One such article, entitled “Analysts: Still Coming Up Rosy” appeared in the January 27th, 

2003, edition of The Wall Street Journal. According to the article, “stock analysts are 

unshaken in their optimistic, if delusional, belief that most of the companies they cover 

will have above average, double-digit growth rates during the next several years. That is, 

of course, highly unlikely.”34 As stated previously, to the extent that investors are aware 

of the bias in analysts’ projections of future earnings, they will make appropriate 

adjustments. 

’’ Malkiel. pp. 168-169. 
See Brown, Ken. “Analysts: Still Coming Up Rosy.” The Wall Street Joumnl. January 27, 2003. p. C1. Kannin, 

Craig. “Profit Forecasts Become Anybody’s Guess.” The Wall Street Joiirnnl. January 21, 2003. p. C1. Gasparino, 
Charles. “Merrill Lynch Investigation Widens.” The Wall Street Joiimnl. April 11, 2002. p. C4. Elstein, Aaron. 
“Earnings Estimates Are All Over the Map.” The Wall Street Journal. August 2. 2001. p. C1. Dreman, David. 
“Don’t Count on those Earnings Forecasts.” Forbes. January 26, 1998. p. 110. 

33 

Brown. p. C1 34 
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Q. 

A. 

Q. 

A. 

Q. 

Can you identify any other problems with relying exclusively on analysts’ forecasts? 

Yes. Another problem with relying exclusively on analysts’ forecasts and ignoring past 

growth is that the results are entirely dependant on the source of the particular forecast. 

For example, Dr. Zepp uses data from First Call and Value Line to estimate projected 

near-term earnings growth. His estimate is 7.0 percent.35 However, Zacks Investment 

Research, which is readily available, projects an average near-tern earnings growth rate 

of 5.5 percent for the companies in Dr. Zepp’s sample. 

Should Dr. Zepp have considered DPS growth in his DCF analysis? 

Yes. Dr. Zepp’s failure to consider DPS growth in his DCF analysis assumes that 

investors ignore DPS growth when pricing stocks. In the DCF model, the price of a 

security is the discounted value of cash flows received by the investor. Equity investors 

receive dividends, not earnings. According to Wharton School finance Professor Jeremy 

Siegel: 

Note that the price of the stock is always equal to the present value 
of all future dividends and not the present value of future earnings. 
Earnings not paid to investors can have value only if they are paid 
as dividends or other cash disbursements at a later date. Valuing 
stock as the present discounted value of future earnings is 
manifestly wrong and greatly overstates the value of the firm.36 

Has Dr. Zepp agreed with Staff‘s assumption that investors would look at DPS as 

well as EPS? 

His estimate becomes 7.2 percent after correcting the errors discussed in the previous subsection. 
Siegel. P. 93. 

35 

36 
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A. 

Q. 

A. 

Yes. In a 1999 Oregon proceeding, when asked if investors preferred DPS growth or EPS 

growth, Dr. Zepp testified: 

According to me, investors would look at both, but this particular 
testimony here refers to your testimony, in which you didn’t look 
at earnings per share growth. And my point is, if you’re only 
going to look at one - in my view, if you were only going to look 
at one, investors would look at earnings per share growth. That’s 
the testimony, and I still stand by that testimony, but as I’ve stated, 
I would look at both.37 (emphasis added) 

Additionally, Dr. Zepp testified in the same proceeding: 

Investors would examine past and forecasted growth in earnings 
per share (“EPS”), dividends pev share (“‘DPS’Y and other trends 
that provide indications about what future growth would be.38 

Therefore, based on his own testimony in a previous proceeding, Dr. Zepp should have 

considered DPS growth in his DCF analysis. 

Can you cite any other cost of equity studies for water utilities where Dr. Zepp relied 

on historical DPS growth? 

Yes. In Table 8 of his direct testimony, Dr. Zepp calculates cost of equity estimates for 

four California water utilities. In estimating constant dividend growth, Dr. Zepp averages 

past DPS growth, EPS growth, and sustainable growth. 

Sworn Testimony of Dr. Thomas M. Zepp, dated January 21, 1999. Before the Public Utility Commission of 

Rebuttal Testimony of Thomas M. Zepp, dated December 17, 1998. Before the Public Utility Commission of 

37 

Oregon. Docket UM 903. p. 9 at 19 - 25 and p. 10 at 1 - 3. 

Oregon. Docket UM 903. p. 17 at 12-14. 

38 
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Dr. Zepp’s Risk Premium Estimates 

Q. 
A. 

Q. 

A. 

Please describe Dr. Zepp’s “risk premium” analysis. 

Dr. Zepp examines the difference between the returns on proxies for Arizona Water and 

Baa corporate bond yelds. He performed three studies and calculated three ranges of risk 

premia. He then adds these risk premia to a range of consensus forecasts of the Baa 

corporate bond rate compiled by Blue Chip Financial Forecasts. 

In general, is Dr. Zepp’s “risk premium” method valid to estimate Arizona Water’s 

cost of equity? 

No. Dr. Zepp’s risk premium method is not valid to estimate Arizona Water’s cost of 

equity because it relies on forecasts of the Baa corporate bond rate. The Commission 

should not rely on forecasts of interest rates. Analysts who forecast future rates do not 

have any more information about the future than what is already reflected in the current 

rate. Analysts’ tendency to be wrong in their forecasts of future interest rates is illustrated 

in Chart 4. The graph shows Blue Chip Financial Forecasts consensus forecasts of the 

Aaa corporate bond rate versus the actual rate: 

Chart Lt: Actual tis. Pmjected Aaa Bonds 

3% - 

7 % -  
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An examination of Dr. Zepp’s own risk premium analysis shows how bad professional 

analysts are at predicting future interest rates. For example, Dr. Zepp relies on a range of 

consensus forecasts of the Baa bond rate compiled by Blue Chip Financial Forecasts in 

December 2001 for the period 2003 to 2004. This range averages 8.10 percent. As of 

May 2, 2003, the Baa corporate bond rate was 6.68 percent - a difference of 142 basis 

points. 

Relying on interest rate forecasts unnecessarily introduces forecasting error into cost of 

capital calculation, as well as estimation error. Cost of capital estimation errors should be 

minimized, not enlarged. 

According to Nancy L. Jacob of the University of Washington and R. Richardson Pettit of 

the University of Houston: 

While we know something about many of the factors that 
determine interest rates (money supply, the demand for loanable 
funds, etc.) little evidence exists to suggest these factors can be 
predicted with enough accuracy to successfully predict the rates.39 

Q. 
A. 

Does Staff have any other general concerns about Dr. Zepp’s risk premium method? 

Yes. First, while the risk premium approach is based on a general nile of thumb that 

common stocks are riskier than bonds, the Commission should primarily rely on cost of 

equity models developed in the corporate finance literature rather than on rules of thumb, 

to the greatest extent possible. I recommend that the Commission rely on the CAPM 

rather than Dr. Zepp’s “risk premium” method. The CAPM was developed by Nobel 

~~ 

Jacob, Nancy L., R. Richardson Pettit. fnvestments. Irwin. Homewood, Ill. 1988. p 499. 39 
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Prize winning economists and is the most popular method of estimating the cost of equity 

among CFOS.~’ 

Second, in his first two studies Dr. Zepp assumes that ROES authorized by regulatory 

commissions provide “unbiased estimates of the cost of equity facing utilities at different 

points in time.” (See direct testimony of Thomas M. Zepp. p. 38 at 3-4.) This is 

problematic because the capital markets determine the cost of equity, not regulatory 

commissions. Further, this Commission has no way of knowing how these other cases 

were resolved. Allowed returns often reflect various incentives and disincentives put into 

place by each state commission for various purposes which likely do not, and would not, 

apply to Arizona Water. This Commission cannot rely on previously authorized ROE’S 

because it cannot know the particulars behind each case nor could it cross-examine 

witnesses in those cases even if it did know the particulars. 

Third, Staff has general concerns about the use of a corporate bond rate to imply equity 

risk premiums. Because a corporate bond contains some default risk which is 

diversifiable, the investor’s expected rate of return is lower than the bond’s yield to 

mat~ri ty .~’  Therefore, the yield to maturity on a corporate bond cannot be compared to 

the cost of equity. Professor Laurence Booth of the Rotman School of Management at the 

University of Toronto states the following: 

As for the premium over long term A bond yields, it has to be 
pointed out here that corporate bonds are default risky. The 
maximum return you can get from a corporate bond held to 
maturity is the yield to maturity. Since corporate bonds are default 
risky, the investor’s expected rate of return is significantly lower 

Graham, John R., Campbel R. Harvey. pp. 187-243. 

Weston, J. Fred, Thomas E. Copeland. Managerial Finance. The Dryden Press. 1986. Chicago. pp. 434 - 435. 
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than the yield to maturity. As a result, the yield to maturity on a 
corporate bond is not an estimate of the investor ’s required rate of 
return, and cannot be meaningfully compared to the [cost of 
equity]. Only the yield to maturity on a default free government 
bond is an estimate of a required rate of return, similar to the [cost 
of equity]. This is why all risk comparisons should be to 
government default free bonds, otherwise you mix apples and 
oranges.‘* (emphasis added) 

Finally, Staff has serious concerns regarding Dr. Zepp’s choice of the Baa rated corporate 

bond rate to calcdate his risk premia. This is because risk premiums for securities can 

change over time.43 Chart 5 shows the spread between the yields to maturity for Aaa-rated 

corporate bonds and Baa-rated corporate bonds from 1974 through the present. The 

spread shown in Chart 5 is a measure of the risk premium for investing in higher-risk Baa- 

rated corporate bonds over low-risk Aaa-rated corporate bonds. Chart 5 supports the 

statement above that one cannot use corporate bonds to imply meaningful equity risk 

premiums because the default risk for corporate bonds can change significantly over time 

Chart 5: Moody’s Corporate BondYield Spreads (Baa - Aaa) 
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42 Booth, Laurence. “The Importance of Market-to-Book Ratios in Regulation.” NRRI Quarterly Bulletin. Winter 
1997. pp. 415 - 425. 

Reilly, Frank K., Keith C. Brown. Investment Analysis and Portfolio Management. South-Westem. 2003. 43 

Mason, OH. p. 394. 
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Dr. Zepp’s First Risk Premium Study 

Q. 
A. 

Q. 
A. 

What is Dr. Zepp’s first study? 

Dr. Zepp’s first study is based on the difference between past accounting returns on equity 

to some undefined sample of companies “comparable” to San Gabriel Valley Water 

Company compiled by the staff of the California Public Utilities Commission (“CPUC”) 

and Baa corporate bond rates. Dr. Zepp’s first study also relies on data from C.A. Turner 

Utility Reports (“C.A. Turner”), and assumes that (1) authorized ROE’s equal the cost of 

equity, and (2) the companies have earned 40 basis points less than their authorized 

ROE’s, and adjusts his risk premia upward on this assumption. His risk premia estimates 

are 3.21 percent and 3.33 percent. 

Does Staff have any specific concerns regarding Dr. Zepp’s first study? 

Yes. Dr. Zepp has failed to confirm in his testimony or in his work papers that the 

companies used by the CPUC staff to calculate accounting returns on equity are (1) all 

water companies or comparable in risk to Arizona Water, (2) the same, or even 

comparable in risk, to the companies generating the C.A. Turner data, or (3) that they have 

earned less than their authorized ROE’s. 

Dr. Zepp’s Second Risk Premium Study 

Q. 

A. 

What is Dr. Zepp’s second study? 

Dr. Zepp’s second study relies on previously authorized ROES for gas utilities to compute 

a “risk premium” above the Baa corporate bond rate. His risk premia estimates under this 

approach are 3.27 percent and 3.37 percent. 
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Q. 

A. 

Is Dr. Zepp’s second study appropriate? 

No. The Commission should not rely on Dr. Zepp’s second study for the reasons stated 

above with respect to authorized ROES granted by other commissions in other 

jurisdictions. Further, Dr. Zepp has not shown that the companies used in his second risk 

premium study are comparable in risk to Arizona Water, or are water utilities at all. 

Dr. Zepp’s Third Risk Premium Study 

Q. 
A. 

Q. 
A. 

What is Dr. Zepp’s third study? 

Dr. Zepp’s third study examines the difference between historical returns for Moody’s gas 

distribution utility stock index and Baa corporate bond rates for the period 1954 to 2000. 

Under this approach, Dr. Zepp calculates an average risk premium of 3.7 percent. 

Is his third risk premium study appropriate? 

No. Dr. Zepp’s third risk premium study is not appropriate because he has failed to 

account for changing industry risk over time. His method is inconsistent with current 

capital market conditions to the extent that gas distribution utility risk has changed in the 

past 49 years. The following graph shows the change in average gas distribution utility 

betas from 1968 to 1 997:44 

Sample average raw O.L.S. betas from a sample of nine local distribution companies, calculated at the Public 14 

Utility Commission of Oregon. 
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3 SF 1 

Further, Dr. Zepp has failed to show a relationship between water utility risk and gas 

distribution utility risk over the past 49 years. Even if he could show such a historical 

relationship, past risk is not relevant to current risk and its required return. 

Dr. Zepp’s Testimony on Baa Corporate Bond Rates 

Q. 

A. 

In an attempt to “provide a useful perspective to determine what is a fair rate of 

return today,” Dr. Zepp states that “with the exception of the year 2000, interest 

rates for Baa corporate bonds are higher today than they were in every year since 

1996.” (See direct testimony Thomas M. Zepp. P. 23 at 6 - 7.) Is he correct? 

No, he is not correct. Actually, interest rates for Baa corporate bonds are lower today than 

they were in every year since 1967. The following graph provides a better perspective: 
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Baa-rated utility bonds have performed in the same manner. Interest rates for Baa rated 

utility bonds are lower today than they were in every year since 1967. See the following 

graph: 

B s 

’m2 1 

Schedule JMR-19 shows actual Baa corporate and utility bond yelds for 1967 to 2003. 

These low Baa bond yields are consistent with the currently low costs of capital. 

Q. 

A. 

Does Dr. Zepp’s testimony on the Baa corporate bond rate support a cost of equity 

for water utilities that is significantly below 9.0 percent? 

Yes. In Table 8 of his direct testimony Dr. Zepp calculates DCF cost of equity estimates 

for four California Class-A water utilities. Dr. Zepp’s cost of equity estimates for these 

water utilities for the year 1997 averages 9.0 percent. The Baa corporate bond rate was 

7.87 percent in 1997. The Baa corporate bond rate is currently 6.68 percent.45 Therefore, 

assuming there were a meaningful relationship between corporate bonds and the cost of 

equity, Dr. Zepp’s own testimony in this proceeding supports a current cost of equity for 

water utilities below 9.0 percent, relative to past years. 

45 See Schedule JMR-19 
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Dr. Zepp’s Testimony on the Market-to-Book Ratio 

Q. 

A. 

Q. 

On page 30 of his direct testimony Dr. Zepp rebuts testimony you gave in a previous 

p r ~ c e e d i n g ~ ~  in which you stated that the financial implication of a market-to-book 

ratio greater than 1.0 is that investors expect the utility to earn book returns on 

equity greater than its cost of equity. (See direct testimony of Thomas M. Zepp. p. 

30 at 20 - 24 and 31 at 1 - 13.) Dr. Zepp characterizes the above implication as a 

“naive arithmetic model” and offers several reasons for the market-to-book ratio of a 

regulated utility to be above 1.0. Please comment. 

As I stated in the testimony cited by Dr. Zepp and in Section I11 of this testimony, rate 

orders do not force market-to-book ratios to 1.0 for a variety of reasons. However, the 

fact that market-to-book ratios for regulated companies may be above 1.0 for any of the 

reasons cited by Dr. Zepp or myself does not mean that this basic proposition in finance is 

wrong. In the article cited in footnote 42, Professor Booth recognizes different reasons for 

the market-to-book ratio of a regulated utility to be above 1 .O. Professor Booth also states 

the following: 

Theoretically, there is no question whatsoever that a market-to- 
book ratio of 1 S O  indicates that the [cost of equity] is less than the 
[allowed rate of return on equity], we have never even come across 
n company witness who would disagree with that p ~ o p o s i t i o n . ~ ~  
(emphasis added) 

Does inclusion of the stock financing (vs) growth term in your DCF analysis moot the 

market-to-book ratio issue? 

See direct testimony of Joel M. Reiker. Docket No. W-02025A-01-0559. p. 14 at 16-18. 
Professor Booth is a colleague of Myron Gordon, who has been characterized in this testimony as the father of 

46 

47 

modern DCF analysis. 
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A. Yes. Staff included the vs growth term in its intrinsic growth rate calculation to account 

for the assumption that the average market-to-book ratio for the sample water companies 

is expected to remain above 1 .O. 

Dr. Zepp’s 100 to 150 Basis Point Risk Addition 

Q. Do you recommend the Commission adopt Dr. Zepp’s 100 to 150 basis point risk 

addition? 

No. I recommend that the Commission reject Dr. Zepp’s 100 to 150 basis point risk 

addition. Dr. Zepp justifies his risk addition based on four so-called additional risk 

factors: (1) bond placement, (2) use of an historical test year, (3) Environmental 

Protection Agency (“EPA”) requirements, (4) potential disallowances, and ( 5 )  size. I deal 

with each of these so-called risk factors in tun ,  and I show that they do not, or have not 

been shown to affect the cost of equity. 

A. 

Bond Placement 

Q. 

A. 

On page 21 of his direct testimony Dr. Zepp claims that Arizona Water faces 

additional risks because “traditional lenders were no longer interested in purchasing 

bonds in amounts less than $20 million, and in general, were now focusing on buying 

issues of $50 million or  more.” Has the Company issued bonds in an amount less 

than $20 million in the past few years? 

Yes, it has. On April 30, 2001, the Company filed a certificate of compliance with Staff, 

indicating that on April 12, 2001 , it had issued and sold $1 5 million of newly authorized 

general mortgage bonds to Pacific Life & Annuity Company. Therefore, Dr. Zepp’s claim 

is incorrect. 
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Q. Even if the Company did face this unique risk of bond placement would equity 

investors expect to be rewarded for it? 

No. Even if Arizona Water did face this unique risk of bond placement, it would not 

affect its cost of equity. Unsystematic (unique) risk is not priced by the market.48 

A. 

Historical Test Year 

Q. 

A. 

Q. 

A. 

Q. 

On page 13 of his direct testimony Dr. Zepp asserts that Arizona Water faces more 

risk than the utilities in his sample because it has rates based on an historical test 

year, with limited ability to make post test year adjustments. Is equity risk related to 

test year conventions? 

No. The test year convention does not affect risk. Test years are the vehicle to determine 

average costs and tariffs. Business risk is mainly related to consumption, which is 

independent of the test year convention. 

Has the Commission ever granted an equity premium to account for its use of a 

historical test year? 

No. To my knowledge, the Cornmission has never granted a ROE premium to account for 

its use of a historical test year. The Commission should not grant an equity premium to 

account for a historical test year in this case either. 

Even if Staff did not make post test-year adjustments, would the use of a historical 

test year affect Arizona Water’s cost of equity? 

Weston, J. Fred, Thomas E. Copeland. Manaeerial Finance. 1986. Dryden Press, Chicago. p. 415 -18 
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A. No. The relevant risk measure of any asset, including Arizona Water’s common equity, is 

its covariance with the market portfolio.J9 Dr. Zepp has failed to show correlation 

between the use of a historical test year and the market portfolio. Therefore, even if Staff 

did not make reasonable post test year adjustments, the use of a historical test year would 

not affect Arizona Water’s systematic risk, the only form of risk relevant to the cost of 

equity. Dr. Zepp essentially proposes that the Commission give free money to every 

company its sets rates for, at the expense of Anzona consumers. 

€PA Requirements 

Q. 

A. 

Q. 
A. 

Dr. Zepp claims that Arizona Water faces new risks related to EPA requirements to 

remove arsenic from water supplies. Do any of the risks Dr. Zepp claims Arizona 

Water faces as a result of a new arsenic standard affect its systematic risk, the only 

form of risk that affects the cost of equity? 

No. To the extent that any risk related to EPA requirements is unique to Arizona Water, it 

would not be priced by the market. The market does not price the unique risk of 

securities. 50 

What are the implications of the EPA requirements for Arizona Water? 

The EPA requirements mean that, at some point in the future, Arizona Water will have to 

add rate base. However, this growth in the Company’s assets is quite simply growth, not 

risk. Dr. Zepp seems to be arguing that bigger is riskier and that smaller is riskier. 

Reilly, Frank K., Keith C. Brown. Investment Analysis & Portfolio Management. 2003. South-Westem. Mason, 

Weston, J.  Fred, Thomas E. Copeland. P. 435. 

49 

OH. p.248. 
50 
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Q. 

A. 

Has the Commission agreed with Staff on this issue? 

Yes. In Arizona Water’s last rate case the Commission stated in Decision No. 64282, 

dated December 28,200 1 : 

We do not agree with the Company’s proposal to assign a risk 
premium to Arizona Water based on ._ .  the United States 
Environmental Protection Agency’s (“EPA”) proposed revision to 
the arsenic drinking water standards. 

With respect to the EPA’s standards, we note that all water 
companies will be affected by the new rules and we do not believe 
that the arsenic standards should be used to attach a higher level of 
risk to Arizona Water. 

The Commission should make the same finding in this Arizona Water rate case. 

Potential Disallowances 

Q. 

A. 

Q. 

On page 14 of his direct testimony Dr. Zepp states that the Commission “excluded 

from rate base $1.8 million of non-revenue producing plant that was completed and 

in-service 9 months before the decision.” (See direct testimony of Thomas M. Zepp 

p. 14 at 1 - 4.) Would potential rate base disallowances increase Arizona Water’s 

systematic risk relative to the sample companies? 

No. Dr. Zepp has failed to show how potential rate base disallowances would increase 

Arizona Water’s beta risk relative to the sample companies. All of the sample water 

companies presumably face the risk of potential disallowances. Therefore, to the extent 

that it covaries with the market portfolio at all, it is accounted for in Staffs market-based 

analyses. 

Have any regulatory agencies addressed the issue of rate base disallowances? 
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A. 

Size 

Q. 

A. 

Yes. In Docket No. 89-624 the FCC stated the following: 

Moreover, contrary to Ameritech’s position, we are not required to 
allow a return on all prudently invested capital, See Duquesne 
Light Co. v. Barasch, 109 S. Ct. 609 (1989). Rather, we must 
assure only that the “end result” of our ratemaking decisions is not 
confiscatory. [FN193] Id., 109 S. Ct. at 619-19. Nothing in the 
Constitution or in the Communications Act requires the agency to 
adjust the prescribed rate of return to take into account the 
agency’s policies regarding rate base disallowances. 

Dr. Zepp never shows that the end result of potential disallowances increases systematic 

risk any more than a normal business suffering a loss. 

Has the Commission previously ruled on the issue of firm size with regard to the 

ROE? 

Yes. In Arizona Water’s last rate case the Commission said the following in Decision No. 

64282: 

We do not agree with the Company’s, proposal to assign a risk 
premium to Arizona Water based on its size relative to the other 
publicly traded water utilities.. . 

Additionally, in Decision No. 64727 (Black Mountain Gas Company), dated April 17, 

2002, the Commission agreed with Staffs position that ”the ‘firm size phenomenon’ does 

not exist for regulated utilities, and that therefore there is no need to adjust for risk for 

small firm size in utility rate regulation.” 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

Is Dr. Zepp correct in his claim that Arizona Water’s small size compared to the 

publicly traded water companies in his sample warrants an additional return? 

No. Several studies have investigated the “firm size phenomenon” - the observation that 

smaller publicly traded companies have historically earned higher returns than larger 

companies. One study cited by Dr. Zepp on page 19 of his direct testimony is published 

by Ibbotson Associates in its annual yearbook: Stocks, Bonds, Bills, and Inflation. 

Chapter 7 of the Ibbotson Associates yearbook discusses the firm size phenomenon. On 

average, small companies experienced higher returns than large ones over the 1926 to 

2001 period. However, the Ibbotson Associates study examines the entire universe of 

New York Stock Exchange (“NYSE”), American Stock Exchange (“AMEX”), and 

NASDAQ listed securities and is not specific to the public utility industry. 

Can Staff cite any studies that have focused on the public utility industry and are 

uniquely helpful to regulators? 

Yes. In 1993 the Journal of the Midwest Finance Association published a study by Annie 

Wong (“Wong study”) that examined whether the firm size phenomenon exists in the 

public utility industry. 

What did the Wong study conclude? 

The Wong study concluded that a firm size risk factor may be required for industrial firms 

but not for utilities: 

The objective of this study is to examine if the size effect exists in 
the utility industry. After controlling for equity values, there is 
some weak evidence that firm size is a missing factor from the 
CAPM for the industrial but not for the utility stocks. This implies 
that although the size phenomenon has been strongly documented 
for the industrials, the findings suggest that there is no need to 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 

1 
2 

3 

4 

5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 

15 

18  

15  

2c 

21 

2; 

2: 

2 L  

2: 
2( 
2‘ 
21 
2J 
3( 

Direct Testimony of Joel M. Reiker 
Docket No. W-01445A-02-0619 
Page 61 

adjust for  the firm size in utility rate regulations.” 
added) 

(emphasis 

Q. 
A. 

Q. 

A. 

To what did the Wong study attribute the irrelevance of size in the utility industry? 

The study cites the monopolistic power and regulated financial structure of utilities as the 

main reasons: 

First, given firm size, utility stocks are consistently less risky than 
industrial stocks. Second, industrial betas tend to decrease with 
firm size but utility betas do not. These findings may be attributed 
to the fact that all public utilities operate in an environment with 
regional monopolistic power and regulated financial structure. As 
a result, the business andfinancial risks are very similar among 
the utilities regardless of their sizes. Therefore, utility betas would 
not necessarily be expected to be related tofirm size. (emphasis 
added) 

Are there other possible reasons in addition to the above for the absence of a firm 

size phenomenon in the utility industry? 

Yes. One interesting fact regarding the firm size phenomenon reported by Ibbotson 

Associates is that “virtually all of the small stock effect occurs in January.”’* This 

becomes important when one considers the firm size phenomenon in conjunction with the 

“January effect” - historically higher stock returns during the first few days of January. 

Professor Burton Malkiel of Princeton University provides one possible explanation for 

the “January effect”. 

One possible explanation for a “January effect” is that tax effects 
are at work. Some investors may sell securities at the end of the 
calendar year to establish short-term capital losses for income-tax 
purposes. If this selling pressure depresses stock prices before the 

Wong, Annie. “Utility Stocks and the Size Effect: An Empirical Analysis.” Journal of the Midwest Finance 5 1  

Association. 1993. pp. 95 - 101. 
j2 Stocks Bonds Bills and Inflation 2002 Yearbook: Market Results for 1926 - 2001. Ibbotson Associates. 2002. p. 
136. 
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end of the year, i t  would seem reasonable that the bounce-back 
during the first week in January could create abnormal returns 
during that period. Although this effect could be applicable for all 
stocks, it would be larger for  smallJirms because stocks of small 
companies are more volatile and less likely to be in the portfolios 
of tax-exempt institutional investors and pension funds.j3 

Most public utilities “have returns which do not vary a great deal over time”54 and are 

therefore less volatile than average securities.j5 Therefore, based on Professor Malkiel’s 

possible explanation of the January effect, another reason the firm size phenomenon does 

not exist in the utility industry may exist. 

Q. 

A. 

On page 20 of his direct testimony Dr. Zepp cites a study conducted by CPUC Staff 

which he claims supports adding a size premium to Arizona Water’s ROE. Should 

the Commission rely on the CPUC Staff study? 

No. 

Commission should not rely on the CPUC Staff study for the following reasons: 

I reviewed the CPUC Staff study and found several problems with it. The 

1. The focus of the CPUC study is water utilities with fewer than 10,000 service 

connections. Arizona Water has approximately 60,000 customers. 

2. The CPUC Study is outdated. The Staff report is dated June 10, 1991, and as of that 

date, the CPUC had not adopted simplified rate filings for water utilities since 1965 (p. 8). 

The CPUC Staff study was prompted by the financial and operational problems that were 

plaguing small water utilities in California at that time. The ACC has its own methods by 

which it addresses the problems of small water utilities. 

Malkiel. p. 248. 
Jacob, Nancy L., R. Richardson Petit. p. 187. 
This is evidenced by the average beta for utilities. 

53 

54 

5 5  
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3. The CPUC Staff completely ignored corporate financial principles by failing to show 

how any of the “explanatory variables” such as customer growth per year (p. 19), which 

they conclude are the cause of smaller utilities’ higher risk, covary with the market or 

increase systematic risk, the only type of risk that affects the cost of equity. 

In addition to the above, the CPUC Staff draws the troubling conclusion that a utility’s 

own failure to file for a rate increase somehow increases risk (p. 30). This flies in the face 

of modem corporate finance theory. Staff concludes that an educated review of the CPUC 

Staff report reveals an array of reasons for this Commission to reject it for use in Arizona. 

Q. 

A. 

In footnote 3 to his direct testimony Dr. Zepp cites a CPUC order ((CPark Water 

Order”) which supports his testimony on company size. Should the Commission rely 

on the Park Water Order? 

No. I reviewed the Park Water Order and much like the CPUC Staff study, I found 

several problems with it. The Commission should not rely on the Park Water Order 

because (1) the CPUC apparently relied on the Ibbotson Associates study (p. 3 1) discussed 

above, and (2) the CPUC considered numerous unsystematic risks which, according to 

modem portfolio theory, would not affect the cost of equity. 

In light of the problems associated with the CPUC Staff study and the Park Water order, I 

recommend that the Commission avoid following the CPUC with respect to the cost of 

capital. 



I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 

1 

2 

3 

4 

< 

t 
? 

I 

8 

5 

1( 

11 

1: 

1: 

11 

1: 

1I 

1’ 

1 

1 

2 

2 

2 

2 

2 

2 

Direct Testimony of Joel M. Reiker 
Docket No. W-0 1445A-02-06 19 
Page 64 

Q. 

A. 

Q. 

A. 

On pages 20 - 21 and Table 8 of his direct testimony Dr. Zepp presents his own study 

(“Zepp study”) in which he calculates DCF estimates of the cost of equity to four 

California water utilities. The results of his “study” indicate that the smaller 

California water utilities had a cost of equity that was, on average, 99 basis points 

higher than the cost of equity to the larger California water utilities. Should the 

Commission rely on the Zepp study? 

No. The Commission should reject the Zepp study for three main reasons: 

1. Performing a standard 

statistical test known as a confidence interval shows that, with 95 percent confidence, it is 

plausible that the average difference between the cost of equity to larger and smaller water 

utilities is zero. Or, that the average cost of equity to larger water utilities is as much as 

78 basis points higher than the average cost of equity to smaller water utilities, based on 

the Zepp study. 

Dr. Zepp did not perform the appropriate statistical test. 

2. The only way Dr. Zepp can find his results statistically significant under his own 

statistical test is to use an unusually low confidence/significance level. 

3. Dr. Zepp conducted a one-tailed hypothesis test when he should have conducted a two- 

tailed test. 

Does a standard statistical test show no difference between the costs of equity to large 

and small water utilities, based on the Zepp study? 

Yes. Conducting a standard statistical test known as a confidence interval shows that the 

difference between the costs of equity to larger and smaller water utilities may actually be 
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zero, based on the Zepp study. Additionally, a confidence interval based on the Zepp 

study shows that larger water utilities may have, on average, a higher cost of equity than 

smaller water utilities.j6 Staffs confidence interval is shown in Exhibit JMR-1. 

Q. 

A. 

On page 21 of his direct testimony Dr. Zepp states that “the t-statistic reported in 

Table 8 shows that, at a 90% level of confidence, the cost of equity for the smaller 

water utilities is statistically significantly higher than the cost of equity for the larger 

water utilities.” (See direct testimony of Thomas M. Zepp. p. 21 at 5 - 8.) Are Dr. 

Zepp’s results statistically significant at a common significance level? 

No, they are not. The only way Dr. Zepp can conclude that his results are statistically 

significant is to use an unusually low confidence/significance l e ~ e 1 . j ~  “The significance 

level is usually chosen in consideration of other factors that affect and are affected by it, 

like sample size, estimated size of the effect being tested, and consequences of making a 

mistake. Common significance levels are .05 (1 chance in 20), . O l  (1 chance in loo), and 

,001 ( I  chance in I ,  OOO).”’* Dr. Zepp chose an unusually low significance level of .l (1 

chance in 10). For most purposes nothing poorer than a .05 level of significance is good 

enough.j9 Had Dr. Zepp chosen a .05 level of significance (95% level of confidence) he 

A confidence interval may be regarded as just a set of acceptable hypotheses. Exhibit JMR-1 shows StafPs 56 

confidence interval using data from the Zepp study. Using the sample mean difference in the costs of equity to larger 
and smaller water utilities of -0.99 percent, along with a 95 percent confidence level, the confidence interval shows 
that the population mean difference in the costs of equity to larger and smaller water utilities ranges from -2.76 
percent to 0.78 percent, based on the Zepp study (see Exhibit JMR-1). This means that any hypothesis that lies 
between -2.76 percent and 0.78 percent can be judged acceptable. Because 0.00 (zero) percent lies within the 
confidence interval, the hypothesis that the population mean difference between the costs of equity to larger and 
smaller water utilities is actually zero cannot be rejected, based on the Zepp study. Additionally, the hypothesis that 
larger water utilities have, on average, a higher cost of equity (up to 78 basis points) than smaller water utilities 
cannot be rejected. 
57 

.05 significance level means that there is a 1 chance in 20 of committing a type 1 error. 
The risk of committing a type 1 error (erroneously rejecting the null hypothesis) is called the significance level. A 

Voelker, David H., Peter Z. Orton. Statistics. 1993. Cliffs. p. 78. 
Huff, Darrell. How to Lie with Statistics. 1954. Norton. p. 42. 

58 

59 
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would not be able to conclude that the cost of equity to the smaller water utilities was 

statistically significantly higher than the cost of equity to the larger water utilities during 

the period of his study. 

Q. 

A. 

Should Dr. Zepp have conducted a two-tailed hypothesis test instead of a one-tailed 

test? 

Yes. Dr. Zepp conducted a one-tailed hypothesis test when he should have conducted a 

two-tailed test. “In practice, you should use a one-tailed test only when you have good 

reason to expect that the difference will be in a particular direction. A two-tailed test is 

more conservative than a one-tailed test - it takes a more extreme test statistic to reject the 

null hypothesis in a two-tailed test.”60 

In reviewing the Zepp study, I would recommend that one take a “conservative” and 

unbiased approach to testing its significance: a two-tailed test. Further, by using a one- 

tailed test, Dr. Zepp is assuming that the average difference in the cost of equity to the two 

samples only goes in one direction. It is reasonable to assume, however, that the 

difference may be positive or negative. Dr. Zepp unreasonably presumed that a “small 

company risk premium” necessarily had to be positive. This lack of unbiasedness 

inappropriately influenced and prejudged his result. In other words, it appears he used a 

result-driven approach. Staff has shown in its confidence interval (constructed in Exhibit 

JMR-1) that the hypothesis that larger water utilities have, on average, a higher cost of 

equity (up to 78 basis points) than smaller water utilities cannot be rejected. 

Voelker, David H., Peter Z. Orton. P. 75. 60 
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Had Dr. Zepp appropriately used a two-tailed test, even at the unusually low confidence 

level of 90 percent, he would have concluded that the difference between the costs of 

equity to the larger and smaller water utilities was not statistically significantly different 

Q. 
A. 

Q. 
A. 

from zero. 

Has the Commission previously reviewed the Zepp study? 

Yes. In Arizona Water’s last rate case6‘ Dr. Zepp submittec, essentially the same study 

(“2000 Zepp study”) as evidence. However, the results were slightly different. 

Please compare the 2000 Zepp study with the current Zepp study. 

Exhibit JMR-2 compares the 2000 Zepp study side-by-side with the current Zepp study. 

Both studies examine the same companies over the same time period and calculate the 

cost of equity in the same manner using the same average dividend yields. However, by 

changing the expected dividend growth calculation in the current study, Dr. Zepp has 

successfully lowered the standard deviation, and increased the statistical significance, of 

his results. This is yet another reason the Commission should not rely on the current Zepp 

study. According to Fischer Black, partner at Goldman, Sachs & Co. in New York: 

When a researcher tries many ways to do a study, including 
various combinations of explanatory factors, various periods, and 
various models, we often say he is “data mining.” If he reports 
only the more successful runs, we have a hard time interpreting 
any statistical analysis he does. We worry that he selected, from 
the many models tried, only the ones that seem to support his 
conclusions. With enough data mining, all the results that seem 
significant could be just accidental. (Lo and MacKinlay [1990] 
refer to this as “data snooping.” Less formally, we call it 
“hindsight .’7)62 

6’ Docket No. W-01445A-00-0962. Filed on November 22, 2000. 
62 Black, Fischer. “Beta and Return.” The Journal of Portfolio Management. Fall 1993. pp 8 - 9 
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By calculating the expected dividend growth rate in a number of different ways, one can 

use such a “study” to support a wide range of small company “risk premiums”. 

Q. Based on the available evidence, should the Commission award Arizona Water a 

higher ROE based on its size? 

A. No. 

Capital Structure Adjustment 

Q. 

A. 

Does Dr. Zepp make an adjustment to his proposed ROE to account for the fact that 

Arizona Water’s financial risk is lower than his sample companies’ financial risk? 

No. The average capital structure of the companies used in Dr. Zepp’s analysis reflects 

greater financial risk compared to Arizona Water. Therefore, the companies used in Dr. 

Zepp’s analysis have a higher cost of equity than Anzona Water. Dr. Zepp’s ROE 

recommendation for Arizona Water should therefore be lower, rather than higher, than the 

s amp 1 e companies . 

Dr. Zepp acknowledges this financial concept in pre-filed testimony in Docket No. WS- 

01303A-02-0867 et seq. (Arizona-American Water Company, Inc.), in which he adjusts 

his recommended ROE for increased financial risk. He does not adjust his recommended 

ROE for decreased financial risk in this docket. 

VII. CONCLUSION 

Q. Please summarize your recommendations. 

A. Staff recommends the Commission adopt a 9.0 percent ROE, an 8.46 percent cost of long- 

term debt, a 4.0 percent cost of short-term debt, and an 8.6 percent rate of return. Staff 
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recommends the Commission give little weight to the testimony of the Company’s 

witness, Dr. Thomas Zepp. Staff disagrees with his methods and his estimates are not 

representative of current costs of equity. 

Q. 
A. 

Does this conclude your direct testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 
ARIZONA WATER COMPANY 

DOCKET NO. W-01445A-02-0619 

Mr. Thornton’s testimony addresses the appropriateness of an inverted-block three-tiered rate 
design for Arizona Water Company’s Eastern Group based on accepted marginal cost rate 
design principles. Mr. Ron Ludders applies these principles to the individual systems to 
design specific rates. Specifically, the inverted block rate design principle that Staff 
recommends includes a lifeline rate for the first 3,000 gallons of consumption, a marginal- 
cost-based premium rate for the third block of consumption, and a middle block rate that is 
derived to achieve the desired revenue requirement in conjunction with the first and third 
blocks. Staff refers to this rate design as a three-tiered rate design. The first tier covers the 
first two thousand gallons of Consumption and is priced at a twenty-percent discount to the 
second tier rate. The third tier is priced at a twenty-percent premium to the second tier rate. 
The second tier is derived for each system depending on the system revenue requirement and 
other rate design considerations. 

The three-tiered rate structure is not expected to effect conservation in the short run: it is 
primarily a cost-based rate structure using a marginal cost concept. However, a three-tiered 
price signal is expected to affect long-run consumption patterns and it offers the potential for 
conservation in the longer term. 
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INTRODUCTION 

Q* 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is John S. Thornton, Jr. I am the Chief of the Financial and Regulatory Analysis 

Section of the Utilities Division (“Staff ’), Arizona Corporation Commission (“ACC” or 

“Commission”). My business address is 1200 West Washington Street, Phoenix, Arizona 

85007. 
A 

Please describe your educational background and professional experience. 

Please see my Witness Qualifications Statement, attached as Exhibit JST-1, for a synopsis 

of my educational background and professional experience. 

What is the scope of your testimony in this case? 

My testimony addresses rate design principles in this case. Mr. Ron Ludders applies these 

principles to the individual systems. Specifically, I address the appropriateness of an 

inverted-block three-tiered rate design for Arizona Water Company’s Eastern Group. The 

inverted block rate design principle that Staff recommends is based on a lifeline rate for 

the first block, a marginal-cost-based rate for the third block, and a middle block that is 

derived to achieve the desired revenue requirement in conjunction with the first and third 

blocks. I refer to this rate design as a “three-tiered” rate design. 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. Briefly summarize your testimony. 

A. Staff recommends three tiers for Arizona Water Company’s rate design for all systems. 

Staff recommends that the first tier cover the first two thousand gallons of consumption 

and be priced at a twenty-percent discount to the second tier rate. Staff recommends that 

the third tier be priced at a twenty-percent premium to the second tier rate. The second 
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tier is derived for each system depending on the system revenue requirement and rate 

design considerations. Mr. Ludders addresses revenue requirements and rates for the 

systems. 

THE FIRST TIER - THE LIFELINE RATE 

Q. 

A. 

Q. 
A. 

What principle does Staff recommend for developing the first tier for the Eastern 

Group? 

Staff recommends a lifeline rate; a rate that has a lower rate than the system’s average 

commodity cost and that covers a minimum amount of gallons. The lifeline rate concept 

is appropriate for water pricing because it is the only utility commodity that is necessary 

for life and is actually ingested by consumers. The lifeline rate can provide affordable and 

available minimum amounts of water to a consumer. Staff recommends that the lifeline 

rate be set at an approximate twenty (20) percent discount to the second tier rate. Staff 

recommends that the first tier apply to the first three thousand gallons of consumption per 

customer. 

How did Staff choose the three thousand gallon break for the first tier? 

Staff considered a number of factors, including the Arizona Department of Environmental 

Quality engineering standard for the minimum level of consumption: one hundred gallons 

per day per consumer. The three-thousand gallon break provides a minimum amount of 

water for one consumer per month given an average of about thirty days in any given 

month. 

MARGINAL COST PRICING, REGULATION, AND ECONOMIC EFFICIENCY 

Q. Has marginal cost pricing been used in setting utility rates in the United States? 
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A. Yes. Marginal cost pricing has been used in rate design for regulated investor-owned 

utilities in the United States. The American Water Works (,‘AWWA”) Manual M1 reports 

the following: 

Marginal cost pricing has been the topic of extensive discussion in rate-setting 
theory over the last 25 years. From a purely theoretical viewpoint, it results in an 
optimal rate schedule that sends accurate price signals to system customers. 

In my former jurisdiction of Oregon, we used marginal cost pricing in electricity rate 

design. In this case, Staff recommends using embedded cost to establish the revenue 

requirement and marginal cost pricing principles in rate design. Dr. Patrick Mann, a 

published authority in applying marginal cost pricing to water pricing, reports the 

following in his article “Marginal-Cost pricing: Its Role in Conservation”’: 

A survey of state commissions indicates that the majority still require regulated 
water utilities to file rates based on hl ly  allocated or embedded-cost approaches. 
In a few states, though, forward-looking rate structures have been instituted to 
reflect modified marginal cost pricing. Such applications, however, have required 
regulators to scale back the calculated marginal-cost price to a level that would 
allow revenue requirements be recouped on an embedded cost basis. A few water 
utilities have adopted seasonal or inverted-block pricing based on estimations of 
marginal-cost differentials by season or demand function. The scaling 
requirement, however, along with other factors, has limited the appeal of this rate- 
setting technique. 

In his paper “Water-Utility Regulation: Rates and Cost Recovery”2 Dr. Mann writes, 

Both state and local rate regulation of water utilities can be made more efficient. 
Certain costing, financing, and pricing initiatives could reduce the inefficiencies 
associated with monopoly regulation. These include: 

*integrating marginal or incremental costing into the rate-design process;. . . 

’ Published in the Journal of the American Water Works Association and available at http:llwww.cepis.ops- 
oms. orglmuwwwlfulltext/repind48lmarginaYmargiml. html. 

Available at http:llwww.rppi.orglps155.html. 

http:llwww.cepis.ops
http:llwww.rppi.orglps155.html
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By generating pricing signals that more accurately reflect water’s scarcity value, 
these initiatives would be consistent with the development of market-based 
allocation systems for regional water supplies. 

Marginal cost pricing signals are used in rate design so that consumers receive price 

signals that reflect the cost of incremental system capacity, resulting in economic 

efficiency. Social economic efficiency is realized when marginal cost and marginal 

revenue are in equilibrium. This economic concept is taught early in microeconomic 

coursework and is central to neoclassical economics. 

Q. 

A. 

Q. 

A. 

Has marginal cost pricing been used in setting utility rates outside of the United 

States? 

Yes. Marginal cost pricing has been used in rate design outside of the United States in 

many parts of the world. My research showed marginal cost pricing principles used in the 

European Union, Canada, the Americas (apart from the U.S. and Canada), Australia, 

Ahca,  and Asia. The Office of Water Services for the United Kingdom, as early as 1997, 

established the importance of calculating long-run marginal cost for purposes of water 

pricing (MD148 & MD123). Setting price equal to marginal cost is often a condition of 

international loans to developing ~ountr ies .~ 

Can you provide a case study of applying the marginal cost principal to water rate 

setting? 

Yes. The Journal of the American Water Works Association published an article titled 

“Developing Rates With Citizen Inv~lvement”~ in which it presented a case study of 

applying the marginal cost principal to water rate setting for the Marin Municipal Water 

District (“MMWD”). A project advisory committee representing various interests applied 

See http://www.lboro.ac.uk/departments/cv/wedc/papers/23/~oup~arker.pdf. 
Robert Reed and Ronald Johnson, “Developing Rates With Citizen 1nvolvement”Jotarnal of the American Water 

Works Association, vol. 86, no. 10 (October 1994). 
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Q. 
A. 

Q* 
A. 

the marginal cost principle which resulted in a three-tiered inverted bloc, rate structure 

after MMWD board approval. The article states: 

After the [project advisory committee] discussed the advantages of marginal cost, 
it decided to follow marginal cost principles in developing a tiered rate structure. 
This approach was selected for the following reasons: 

=The marginal cost approach provides a sound “cost of service” 
justification for the water rate tiers. 
*Marginal costs reflect MMWD’s actual cost for obtaining and delivering 
additional water to meet customer demand. 
=Marginal cost pricing provides customers with a price signal that reflects 
the actual cost of water service, thus reducing the likelihood of the over- or 
underutilization of water. 
*When water is priced at the marginal cost, demand can indicate when 
consumers are willing to pay the price of acquiring additional water 
supplies. 

The decision to apply marginal cost principles to the rate design gave the [project 
advisory committee] a sound cost basis for the tiered rates. 

Applying marginal cost principles to the Eastern Group in this docket provides a sound 

cost basis for tiered rates as well. 

What did the MMWD choose as the marginal cost basis for the third tier? 

The MMWD ended up basing the third tier on the marginal cost of reclaimed water. Staff 

finds value in this notion because it is consistent with applying social costs to rate design, 

regardless of whether any particular system is expanding, contracting, or faces increased 

costs with increased capacity. The reclamation approach captures the notion that water is 

a scarce resource and that its pricing should include the cost of returning it to an aquifer. 

Water treatment costs represent a cost of reclaiming water. 

Did the MMWD see consumption fall as a result of the three-tiered rate design? 

No. A year after implementation the MMWD found that water use was close to predicted 

levels and that sufficient revenues were generated throughout the year. The MMWD 
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experience is consistent with the observation that water use changes little with a three- 

tiered rate design. Economists would say that water is “price inelastic.” Therefore, Staff 

did not make any changes to test-year bill counts in conjunction with the three tiers. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Does the observation that consumption did not fall negate the value of the three- 

tiered rate design. 

No. The three-tiered rate design was still valuable because it helps encourage economic 

efficiency, even if consumption did not fall, and prices the product higher for greater 

levels of consumption. It also provided price signals for future consumption that can be 

used by consumers in longer-range planning, such as in choice of home appliances and 

landscaping. 

Is the three-tiered rate design consistent with a conservation mandate? 

The three-tiered rate design is primarily a cost-based rate structure using a marginal cost 

concept. The three-tiered rate design is not used as a justification for conservation but it 

can serve to modify behaviour in the long-term and cause preservation of a scarce 

resource. The three-tiered rate design is consistent with the State of Arizona’s long-run 

vision of preserving water by sending the correct price signal. 

Has the marginal cost concept been used yet in water rate setting before the Arizona 

Corporation Commission (“ACC”) to the best of your knowledge? 

The idea of using marginal cost pricing for inverted block water rate design has not yet 

been used before the ACC. Its application represents an important step forward in rate 

design for water companies, particularly given the scarcity of water in the desert 

Southwest. 
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Q. 

A. 

Q* 
A. 

Q* 
A. 

Has the Commission previously approved inverted block rate design for a water 

company in the form of tiered rates? 

Yes. The Commission has previously approved inverted block rate design for water 

companies in the form of tiered rates. Recent cases include Starlight Water Co. (Docket 

No. W-02848A-02-0449, a four-tiered rate structure in which rates increased from $3.50 

per thousand gallons to $10.00), Mt. Lemmon Cooperative Water Co., Inc. (Docket No. 

W-O1408A-02-0595, a four-tiered rate structure in which rates increased from $6.00 per 

thousand gallons to $20.00), and JNJ Enterprises, L.L.C. dba Christopher Creek Haven 

Waven Co. (Docket No. W-03880A-02-0462, a three-tiered rate structure in which rates 

increased from $4.00 per thousand to $6.00). 

Why does marginal cost pricing result in economic efficiency? 

Marginal cost pricing results in prices that represent the marginal cost of additional water. 

Water consumption and production are optimized when society has produced that last unit 

of water where marginal cost equals marginal benefit. This equilibrium occurs when 

marginal cost and marginal revenue are equal. A simple example assuming increasing 

supply costs might help to explain the concept: The optimal output of Honda Civic cars is 

achieved when the last consumer values the car just at its marginal cost of production. 

The next Civic after equilibrium will cost more to produce than the next consumer values 

it; therefore, it represents overproduction. The previous Civic to equilibrium is valued 

more by the previous consumer than it costs to produce; therefore it represents 

underproduction. 

Why is marginal cost pricing particularly important for water rate design? 

Water is a unique exhaustible good whose embedded marginal raw cost is close to free 

until the “well runs dry”, at which point it becomes extraordinarily expensive if not 
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infinitely expensive. An upper limit on water cost might be measured by trucked-in water 

that has run approximately $465 per thousand gallons for some systems who have recently 

faced this expense, versus pennies per thousand for native water supplies. Even at a 

higher trucked in cost, physical quantity is severely limited through trucking. The State of 

Arizona and the federal government have gone to great expense and social cost to bring 

water to the desert in the form of the Central Arizona Project. Both the general nature of 

water economics and our own specific hydrological experience in Arizona argue for 

applying marginal cost pricing to water rate design. 

Q. 
A. 

Is marginal cost pricing appropriate even for declining systems? 

Yes. Even if a system faces no increases in demand or a moderate decline it will still face 

replacement costs for existing wells, treatment, storage, and transmission. For example, if 

new tires for your family’s car cost more than the existing tires then you might consider 

the expense of tire replacement using the cost of the new, or marginal, tires in calculating 

the cost of dnving and in deciding whether to drive or not. Note that in this example you 

are not considering buying a new car and adding to your family’s driving capacity. By 

pricing the new car tire into your decision making you are properly facing the marginal 

economic cost of driving. Therefore, inflationary pressures for marginal replacement 

facilities, as well as increases in capacity, can be priced into rates using the marginal cost 

approach. Increased Environmental Protection Agency requirements are bound to 

increase costs of treating existing water supplies and demand. These increased 

environmental costs can also be incorporated into tiered pricing using the marginal cost 

concept. A system that is slated to be decommissioned is probably not a good candidate 

for applying marginal cost pricing principles. 

~ ~~ 

Estimated by adding water cost at $5.95 per 1,000 gallons to hauling expense of $260/6,500 gallons. 
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Q* 

A. 

Did Staff strictly apply marginal cost or a similar analytical method to the Eastern 

Group. 

Strictly speaking, Staff applied an “average incremental cost” approach to the Eastern 

Group. The difference between marginal cost and average incremental cost is that 

marginal cost adds capacity in small amounts while average incremental cost adds 

capacity in lumpy amounts. The average incremental approach is more practical and 

applicable in this case, but the fundamental concept is the same. Staff relied on the 

National Regulatory Research Institute’s publication Cost Allocation and Rate design for  

Water Utilities (NRRI90- 17). 

THE THIRD TIER - AVERAGE INCREMENTAL COST CALCULATION 

Q. 
A. 

What rate design calculation does Staff recommend for the third tier? 

Staff recommends that the third tier be set at twenty (20) percent above the second tier, 

absent extenuating circumstances. The twenty percent factor was derived by dividing 

Apache Junction’s average incremental cost ($3.74) by Apache Junction’s system 

“benchmark rate776 ($3.09). Staff calculated this relationship fi-om Apache Junction data 

and recommends that this relationship be applied across all systems in the Eastern Group 

because they were filed as a group and should be governed by the same rate design 

principles, to the extent practicable. Apache Junction data were particularly helpful 

because the large size of the system permitted the average incremental cost to more 

closely resemble a marginal cost calculation. The average incremental cost more closely 

resembles a marginal cost calculation for Apache Junction because one well was added to 

The system benchmark rate is derived by multiplying .75 times the revenue requirement and dividing the result by 
the adjusted test year gallonage. The system benchmark rate is an approximation of the average cost per 1,000 
gallons if the rates were based on a cost-of-service study approach (and ignoring existing rates) that assumes that the 
customer charges make up 25 percent of costs and that 75 percent of costs are attributable to developing, treating, and 
delivering the commodity. 
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the largest of the eight systems, making the incremental addition as close to a marginal 

addition as possible. 

THE SECOND TIER 

Q. 

A. 

What rate design principle does Staff recommend for the second tier? 

Staff recommends that the second tier’s rate (and the breakpoint with the third tier) be set 

with consideration to existing rates and charges and usage patterns, amongst other general 

rate design considerations (including gradualism). The actual tiered rates and the 

breakpoint between the second and third tiers are set by the revenue requirements analyst 

in this case. 

CONSOLIDATED PRICING PRINCIPLES IS NOT CONSOLIDATED RATES 

Q. 

A. 

Are the marginal codaverage incremental cost principles Staff is recommending in 

this docket the same as consolidated rates? 

No. Staff does not recommend consolidated rates in this docket. Consolidated rates are 

inappropriate for water systems whose embedded costs vary from system to system and 

who derive no apparent benefit from consolidation. Staffs recommendation in this docket 

is a consistent rate designprinciple rather than a consistent rate for the Eastern Group. 

Consolidated rates are probably the most appropriate in the telephone industry, which is 

an integrated system and whose system integration benefits all users. A simple example 

might help explain why consolidation can be appropriate in integrated systems: A 

telephone in Prescott benefits a resident of Phoenix because it allows the Phoenician to 

have broader communication access. In contrast, water availability in Apache Junction 

does not benefit Miami users; two systems that are not physically integrated. 
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Q. 

A. 

Q. 
A. 

Do you have any concluding remarks on the importance and applicability of 

marginal cost pricing in Arizona water rates? 

Yes. Water is a scarce natural resource whose pricing should include the notion of 

scarcity, increasing cost, andor the cost of reclaiming and retuming it. Marginal cost 

pricing provides a sound and accepted economic basis for inverted-block three-tiered rates 

across Arizona Water Company’s Eastern Group, and for other companies under Arizona 

Corporation Commission jurisdiction. 

Does this conclude your direct testimony? 

Yes, it does. 
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Witness Qualifications Statement 

NAME: JOHN S. THORNTON, JR. 

ADDRESS: 1200 West Washington St. Phoenix, AZ 85007 

EDUCATION: Master of Science Degree from the University of London, having completed 
the graduate program in economics at The London School of Economics and 
Political Science (1 986) 

Graduate Diploma in Economics from The London School of Economics 
(1 985). 

Bachelor of Arts degree, major in economics, from Willamette University 
(1984). 

Certified Rate of Return Analyst, member of the Society of Utility and 
Regulatory Financial Analysts. 

1998 passed level I of the CFA 
1995 PaineWebber Seminar on Corporate Finance for the Utility Industry. 
1990 MIT/Harvard Public Disputes Resolution Program seminar. 
1990 National Association of Regulatory Utility Commissioners (NARUC) 
Advanced Regulatory Studies Program. 
1988 NARUC Annual Regulatory Studies Program. 

EXPERIENCE: Chief, Financial & Regulatory Analysis Section, Utilities Division, Arizona 
Corporation Commission, 2001 to present. 

*Testified in the following dockets: 
*W-01656A-98-0577 & WS-02334A-98-0577-Sun City Water Co. and Sun 
City West Utilities CO.’S request for approval of the Central Arizona Project 
water utilization plan. 
*E-01 345A-02-0707-Arizona Public Service CO.’S application for authority to 
incur $500,000,000 of debt and to acquire a financial interest in an affiliate. 
*E-01 345A-02-0840-Arizona Public Service CO.’S application for authority to 
loan $125,000,000 of debt to an affiliate. 
*E-01 345A-02-0403-Arizona Public Service CO. ’ S  application for approval of 
adjustment mechanisms. 

G-0 1032A-02-09 14-Consolidated dockets of UniSource, Citizens 
Communications Arizona Gas Division (AGD), & Citizens Communications 
Arizona Electric Division (AED); general rate case for the AGD, PPFAC 
adjustment for AED, and sale of AGD and AED to UniSource. 

*E-01032-00-075 1 , G-01032A-02-0598, E-01933A-02-0914, E-1032C-02-0914, 
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Witness Qualifications Statement (continued) 

Senior Analyst with the Public Utility Commission of Oregon, 1988-2001. 
*Testified or provided rate of return analyses in the following dockets: 
*UE 102-PGE disaggregatiodgeneral rate case (chief rate of return witness). 
*UE 94-PacifiCorp general rate case (chief rate of return witness). 
*uE 93 (UM 592, UM 694)-Portland General Electric Co. excess power 
cost/Coyote/BPA filing. 
*UE 92-Idaho Power general rate case. 

*UE 88Port land General Electric Co. general rate case (chief rate of return 
witness). 
*UE 85/UM 529-Portland General Electric Co. Earnings test for Trojan 
Shutdown Cost Adjustment Account. 
*UE 84-Idaho Power Co. deferred account earnings benchmark. 
*UE 82/UM 445-Trojan Outage Cost Adjustment Account earnings test 
benchmark. 
*UE79-Portland General Electric Co. general rate case (chief rate of return 
witness). 
*UG 104/UG 105AJG 106-LDC deferred account earnings test benchmarks. 
*UG88-Cascade Natural Gas Co. general rate case (chief rate of return witness). 
*UG8 1-Northwest Natural Gas Co. general rate case (chief rate of return 
witness). 
*UT 125-US WEST Communications, Inc general rate case (chief rate of return 
witness). 
*UT 113-GTE Northwest general rate case (chief rate of return witness). 
*UTlOl-United Telephone Co. of the Northwest general rate case (chief rate of 
return witness). 
*UT85-US WEST general rate case (capital structure and debt cost witness). 
*RP95-409-Northwest Pipeline general rate case (FERC). 
*RP93-5-Northwest Pipeline general rate case (FERC). 

Responsibilities have also included the following: 
*Analyses and recommendations in over fifty financing dockets. 
*UM 903- Northwest Natural, cost of capital analysis for purchased gas 
adjustment mechanism. 
*UM 21-Cost of capital analysis for avoided cost calculations. 
*UM 35 1-Cost of capital analysis for long-run incremental-cost studies. 
*UM 573-Analysis of purchased power on the utility’s cost of capital. 
*UM 773-Cost of capital analysis for long-run incremental-cost studies. 
*UM 814-Enron’s application to acquire Portland General Electric Co. 
*UM 91 8-Scottish Power plc’s application to acquire PacifiCorp. 
*UM 967-Sierra Pacific Resource’s application to acquire Portland General 
Electric Co. 

Speaker-US Agency for International Development’s Conference on Private 
Sector Participation in the Colombian Power Sector. 
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Presented beta adjustment and distribution risk discount testimony on behalf of 
the Division of Ratepayer Advocates of the California Public Utility 
Commission, Application Nos. 98-05-019,021, & 024. 

Sierra Pacific Power Co. compliance filing docket no. 99-4001 and Nevada 
Power Co. compliance filing no. 99-4005: rate of return witness for intervenors 
Mirage Resorts, Inc., Park Place Entertainment Corp., and the Mandalay Group. 

Corporate finance witness for the Industrial Customers of Northwest Utilities, 
Docket No. UE 010395, Avista Utilities. 

Docket Nos. 01-10001 and 01-10002 re: application of Nevada Power Co. for 
authority to increase its annual revenue requirement for general rates charged to 
all classes of electric customers and for relief properly related thereto: Rate of 
return witness for intervenors MGM-Mirage. 
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EXECUTIVE SUMMARY 
ARIZONA WATER COMPANY CORPORATION 

EASTERN GROUP 
DOCKET NO. W-01445A-02-0619 

General Background 

Arizona Water Company is a certificated Arizona public service corporation with 
headquarters located in Phoenix, Arizona. The Company supplies water to approximately 
60,000 customers in eight counties throughout Arizona. The Company is composed of 18 
separate water systems located in Ajo Heights, Apache Junction, Bisbee, Casa Grande, Coolidge, 
Lakeside, Miami, Oracle, Overgaard, Pinewood, Rimrock, San Manuel, Sedona, Sierra Vista, 
Stanfield, Superior, White Tank, and Winkelman. This permanent rate application applies only 
to the eight systems that comprise the Eastern Group (i.e. Apache Junction, Bisbee, Miami, 
Oracle, San Manuel, Sierra Vista, Superior, and Winkelman). The Eastern Group serves 
approximately 29,000 customers. 

Apache Junction System 

Proposed Revenue Increase - Apache Junction 
The Company requested total annual operating revenues of $10,249,590. This revenue 

amount represents an increase of $1,305,663, or 14.60 percent, over the Company filed adjusted 
test year revenue of $8,943,927. 

Staff recommends total annual operating revenues of $8,137,215. This revenue amount 
represents a decrease of $901,427, or 9.97 percent, below Staffs adjusted test year revenue of 
$9,038,642. 

Rate Base - Apache Junction 

24.21, percent compared to the Company’s proposed rate base of $24,207,016. 
Staff recommends an original cost rate base of $1 8,346,065, a reduction of $5,860,951, or 

Operating; - Income - Apache Junction 

40.98 percent, compared to the Company’s proposal of $2,662,772. 
Staff recommends adjusted operating income of $1,571,524, a decrease of $1,09 1,248, or 

Adopting Staffs recommended operating income results in an 8.566 rate of return versus 
the Company’s proposal of 11 .OO percent. 
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Bisbee System 

Proposed Revenue Increase - Bisbee 
The Company requested total annual operating revenues of $1,869,599. This revenue 

amount represents an increase of $612,649, or 48.74 percent, over the Company filed adjusted 
test year revenue of $1,256,950. 

Staff recommends total annual operating revenues of $1,613,909. This revenue amount 
represents an increase of $357,306, or 28.43 percent, over the Staff adjusted test year revenue of 
$1,256,603. 

Rate Base - Bisbee 

7.42 percent, compared to the Company’s proposed rate base of $3,700,113. 
Staff recommends an original cost rate base of $3,425,681, a reduction of $274,432, or 

Operating Income - Bisbee 
Staff recommends operating income of $293,444, a decrease of $113,568, or 27.90 - 

percent, compared to the Company’s proposed operating income of $407,012. 

Adopting Staffs recommended operating income results in an 8.566 percent rate of 
return versus the Company’s proposed 1 1 .OO percent. 

Miami System 

Proposed Revenue Increase - Miami 
The Company requested total annual operating revenues of $2,179,657. This revenue 

amount represents an increase of $722,718, or 49.61 percent, over the Company filed adjusted 
test year revenue of $1,456,939. 

Staff recommends total annual operating revenues of $1,641,342. This revenue amount 
represents an increase of $184,620, or 12.67 percent, over the Staff adjusted test year revenue of 
$1,456,722. 

Rate Base - Miami 
Staff recommends an original cost rate base of $2,740,612, a reduction of $1,829,584, or 

40.03 percent, compared to the 6ompany’s proposed rate base of $4,570,196. 

Operating Income - Miami 

percent, compared to the Company’s proposed operating income of $502,722. 
Staff recommends operating income of $234,761, a decrease of $267,961, or 53.30 

Adopting Staffs recommended rates results in an 8.566 percent rate of return versus the 
Company’s proposed 11 .OO percent. 

2 
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Oracle System 

Proposed Revenue Increase - Oracle 
The Company requested total annual operating revenues of $1,060,904. This revenue 

amount represents an increase of $233,327, or 28.19 percent, over the Company filed adjusted 
test year revenue of $827,577. 

Staff recommends total annual operating revenues of $905,849. This revenue amount 
represents an increase of $77,081, or 9.30 percent, over the Staff adjusted test year revenue of 
$828,768. 

Rate Base - Oracle 

14.33 percent, compared to the Company’s proposed rate base of $2,819,400. 
Staff recommends an original cost rate base of $2,415,268, a reduction of $404,132, or 

Operating Income - Oracle 

compared to the Company’s proposed operating income of $142,934. 
Staff recommends operating income of $47,232, a decrease of $95,702, or 66.96 percent, 

Adopting Staffs recommended operating income results in an 8.566 percent rate of 
return versus the Company’s proposed 11 .OO percent. 

San Manuel System 

Proposed Revenue Increase - San Manuel 
The Company requested total annual operating revenues of $921,119. This revenue 

amount represents an increase of $446,869, or 94.23 percent, over the Company filed adjusted 
test year revenue of $474,250. 

Staff recommends total annual operating revenues of $821,535. This revenue amount 
represents an increase of $347,419, or 73.28 percent, over the Staff adjusted test year revenue of 
$474,116. 

Rate Base Adiustments - San Manuel 

19.21 percent, compared to the Company’s proposed rate base of $793,993. 
Staff recommends an original cost rate base of $641,450, a reduction of $152,543, or 

Operating Income - San Manuel 

compared to the Company’s proposed operating income of $87,339. 
Staff recommends operating income of $54,947, a decrease of $32,392, or 37.08 percent, 

Adopting Staffs recommended operating income results in an 8.566 percent rate of 
return versus the Company’s proposed 1 1 .OO percent. 

3 
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Sierra Vista System 

Proposed Revenue Increase - Sierra Vista 
The Company requested total annual operating revenues of $1,308,079. This revenue 

amount represents an increase of $411,594, or 45.91 percent, over the Company adjusted test 
year revenue of $896,485. 

Staff recommends total annual operating revenues of $1,105,272. This revenue amount 
represents an increase of $208,109, or 23.20 percent, over the Staff adjusted test year revenue of 
$897,163. 

Rate Base - Sierra Vista 

14.54 percent, compared to the Company’s proposed rate base of $2,574,687. 
Staff recommends an original cost rate base of $2,200,445, a reduction of $374,242, or 

Operating Income - Sierra Vista 

compared to the Company’s proposed operating income of $283,216. 
Staff recommends operating income of $188,490, a decrease of $94,726, or 33.4 percent, 

Adopting Staffs recommended operating income results in an 8.566 percent rate of 
retwn versus the Company’s proposed 1 1 .OO percent. 

Superior System 

Proposed Revenue Increase - Superior 
The Company requested total annual operating revenues of $1,190,3 19. This revenue 

amount represents an increase of $491,351, or 70.30 percent, over the Company filed adjusted 
test year revenue of $698,968. 

Staff recommends total annual operating revenues of $1,024,222. This revenue amount 
represents an increase of $325,633, or 46.61 percent, over the Staff adjusted test year revenue of 
$698,589. 

Rate Base - Superior 

10.21 percent, compared to the Company’s proposed rate base of $2,673,576. 
Staff recommends an original cost rate base of $2,400,573, a reduction of $273,003, or 

Operating Income - Superior 

percent, compared to the Company’s proposed operating income of $294,093. 
Staff recommends operating income of $205,633, a decrease of $88,460, or 30.08 

Adopting Staffs recommended operating income results in an 8.566 percent rate of 
return versus the Company’s proposed 11 .OO percent. 

4 
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Winkelman System 

Proposed Revenue Increase - Winkelman 
The Company requested total annual operating revenues of $129,358. According to the 

Company, this revenue amount represents an increase of $32,343, or 31.97 percent, over the 
Company adjusted test year revenue of $98,022. 

Staff recommends total annual operating revenues of $1 15,659. This revenue amount 
represents an increase of $16,935, or 17.15 percent, over the Staff adjusted test year revenue of 
$98,724. 

Rate Base - Winkelman 

percent, compared to the Company’s proposed rate base of $265,899. 
Staff recommends an original cost rate base of $232,924, a reduction of $32,975, or 12.40 

Operating Income - Winkelman 

percent, compared to the Company’s proposed operating revenue of $29,249. 
Staff recommends total operating revenue of $19,952, a decrease of $9,297, or 31.79 

Adopting Staffs recommended operating income results in an 8.566 percent rate of 
return versus the Company’s proposed 11 .OO percent. 

Arsenic Removal Recovery Mechanism 

There is currently no arsenic removal plant constructed in the Eastern Group. However, 
the recommended arsenic order is pending and, therefore, Staffs recommendation regarding an 
arsenic cost recovery system cannot be finalized until the Commission determines what action it 
accepts in dealing with this issue. 

5 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state Staffs name, occupation and business address. 

My name is Ronald E. Ludders. I am a Public Utilities Analyst V with the Utilities 

Division of the Arizona Corporation Commission (“Commission”). My business address 

is 1200 West Washington Street, Phoenix, Arizona 85007. 

How long have you been employed by the Commission? 

I have been employed by the Commission since December 1989. 

What are your responsibilities as a Public Utilities Analyst? 

Among other responsibilities, I review and analyze the accounting b ks and records of 

regulated utilities for accuracy, completeness, and reasonableness; interpret rules and 

regulations, prepare work-papers, schedules, revenue requirements, rate design, staff 

reports and testimony for rate-making purposes regarding utility applications for rate 

adjustments, financing and other matters that come before the Commission. 

Have you previously testified before this Commission? 

Yes. 

What is your educational background? 

I obtained a Bachelor of Science Degree in Business Administration, with majors in 

Marketing and Accounting from Eastern Illinois University. I possess a minor in 

Business Management. I have attended NARUC (National Association of Regulatory 

Utility Commissioners) classes, rate seminars and numerous in-house training classes and 

courses regarding statistics, utility auditing, management accounting, rate design, 

taxation, cash working capital studies, and utility service charges. 
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I have been a member of the National Association of Accountants (now the Institute of 

Management Accountants) and the Institute of Internal Auditors. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Briefly describe Staffs pertinent work experience. 

Prior to my employment with the Commission, I held several positions with Arizona 

Public Service, serving as a Project Accountant, Cost Control Analyst and Internal 

Auditor. I have also served as a Senior Auditor for the State of Arizona - Auditor 

General and the Governor’s Management and Audit Team. Further, I have served as a 

Revenue Auditor with the Arizona Department of Transportation. 

As a Commission employee I have been assigned water and wastewater rate cases, 

financing cases, acquisitions and sales of assets, fuel adjustors, Certificates of 

Convenience and Necessity, interim rate cases, depreciation and tariff matters. 

Please describe your duties and responsibilities as a Public Utilities Analyst. 

I am responsible for the examination and verification of financial and statistical 

information included in assigned utility rate applications. I develop revenue 

requirements, design rates, prepare written reports, testimony, and schedules that support 

recommendations presented to the Commission. I am also responsible for testifying at 

formal hearings on these matters. 

PURPOSE OF TESTIMONY 

What is the purpose of your testimony in this proceeding? 

The purpose of my testimony is to present the Arizona Corporation Commission Utilities 

Division Staffs (“Staff) analysis and recommendations regarding the Eastern Group of 

Arizona Water Company’s ( “ h z o n a  Water” or “Company”) application for a permanent 

rate increase. I present recommendations in the areas of rate base, operating income, 

revenue requirement and rate design. Staff witness Joel Reiker, presents the cost of 
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capital recommendations. Staff witness Lyndon Hammon, presents the engineering 

analysis and recommendations. Staff witness John Thornton presents rate design. Staff 

also presents its recommendation regarding the Company’s application for an adjustor 

mechanism to recover costs incurred to comply with new maximum contaminant level 

(“MCL”) arsenic regulations. 

Q. 
A. 

Q. 
A. 

What is the basis of Staffs recommendations contained in this testimony? 

I performed a regulatory audit of the Company’s records to determine whether sufficient, 

relevant and reliable evidence exists to support the proposals in Arizona Water’s rate 

application. (1) examining and 

testing Arizona Water Company’s accounting ledgers, reports and supporting documents; 

(2)  tracing recorded amounts to source documents; and, (3) verifying that the Company- 

applied accounting principles were in accordance with the NARUC Uniform System of 

Accounts (“US OA”). 

Staffs regulatory audit consisted of the following: 

BACKGROUND 

Would you please review the Company’s background? 

Arizona Water Company is a certificated Arizona public service corporation with 

headquarters located in Phoenix, Arizona. The Company supplies water to 

approximately 60,000 customers in eight counties throughout Arizona. The Company is 

composed of 18 separate water systems located in Ajo Heights, Apache Junction, Bisbee, 

Casa Grande, Coolidge, Lakeside, Miami, Oracle, Overgaard, Pinewood, Rimrock, San 

Manuel, Sedona, Sierra Vista, Stanfield, Superior, White Tank, and Winkelman. The 

instant application applies only to the systems that comprise the Eastern Group (i.e. 

Apache Junction, Bisbee, Miami, Oracle, San Manuel, Sierra Vista, Superior, and 

Winkelman). The Eastern Group serves over 29,000 customers. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

How is Arizona Water authorized to file these eight systems as a group? 

Decision No. 58120, dated December 23, 1992, authorized Anzona Water to make rate 

filings by group instead of filing all eighteen of its water systems simultaneously. Due to 

the complexity and time involved in processing eighteen simultaneous rate cases, 

Decision No. 58120 authorized Arizona Water to “implement the three-group concept.. .” 

for future rate proceedings. (See Decision No. 58120, page 39, line 10) Under the three- 

group concept recognized in that decision, the Company’s operations would be divided 

into three groups: Eastern Group, Southern Group, and Northern Group based on 

geographical and existing divisional considerations. On August 14, 2002, Arizona Water 

Company filed an application for a permanent rate increase for the Eastern Group. The 

application was found insufficient on September 13, 2002 and made sufficient on 

October 1 1 , 2002. 

What decision(s) authorized the Eastern Group’s current rates? 

Arizona Water’s Eastern Group’s current rates and charges were authorized in Decision 

No. 58120, dated December 23, 1992. The service charges were later modified in 

Decision No. 60512, dated December 3, 1997. The purchased power adjustor 

mechanisms (“PPAM”) were changed in Decision No. 58293, dated May 19, 1993, and 

Decision No. 62755, dated July 25, 2000. The Monitoring Assistance Program (“MAP’,) 

surcharge was established in Decision No. 62141, dated December 14, 1999. 

Please summarize the Company’s rate request for the Eastern Group. 

The Company proposes rates that produce operating revenue of $18,692,677 and 

operating income of $4,576,537 for an 11.00 percent rate of return on an original cost rate 

base of $41,604,880. The Company’s proposal would increase revenue by 29.5 percent 

for the Eastern Group. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

What test year was used by the Company in the instant case? 

Arizona Water’s rate filing is based on the historical test year over the twelve months 

ending December 3 1 , 2001 (“Test Year”) with post-test year increases to rate base. 

Did the Company prepare Reconstruction Cost New Rate Base Net of Depreciation 

(“RCND”) schedules? 

No. The Company did not file RCND schedules. Therefore, Staff used the original cost 

rate base (“OCLD”) as the fair value rate base (“FVRB”) for all systems of the Eastern 

Group. 

ORDER OF TESTIMONY 

How is Staffs testimony organized? 

Staffs testimony is organized to present analysis, recommendations, and supporting 

schedules for each of the eight water systems independently. Staff testimony for the 

individual systems is presented in the following order: Apache Junction, Bisbee, Miami, 

Oracle, San Manuel, Sierra Vista, Superior, and Winkelman. Finally, Staff addresses the 

Company’s request for an adjustment mechanism to recover the treatment costs that will 

be incurred to comply with the new Environmental Protection Agency (“EPA”) 

maximum contaminant level for arsenic. 

Are there any items or adjustments in the Staffs report that are common to all 

systems within the Eastern Group? 

Yes, there are many items common to all systems. Staff has chosen to discuss many of 

these items in this section here rather than repeat this information in each individual 

system. Adjustments made to each system will include the dollar amount of the 

adjustment and any information specific to that system. The common issues discussed 

here are: post-test year cut-off date, gross revenue conversion factor (“GRCF”), 

depreciation rates and expense, lead-lag analysis, annualization of revenue and expenses, 
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purchased power adjustment mechanism (“PPAM”), purchased water adjustment 

mechanism (“PWAM”), water testing expenses, donations to charity, rate case expenses, 

property taxes, rate design and service charges. 

Q. 
A. 

Q. 

A. 

Post-Test Year Cut-Off Date 

Why did Staff use a cut-off date of December 31,2002? 

Staff had to determine a cut-off date for two reasons. First, Staff needed a reasonable 

cut-off date to complete its audit. Second, if utility plant placed in service long after the 

test year’s conclusion is included in rate base, then the rate base will be out of 

synchronization with test year revenue and expenses. The Company, through the direct 

testimony of its Vice President, Mr. Michael J. Whitehead, suggests that Staff extend its 

post-test year cut-off date to a time immediately before the hearing on this matter. On 

page 7 of Mr. Whitehead’s direct testimony, he states that “Ideally, Staff would update 

the findings in its Staff Report to a date immediately before the hearing”. If that were 

done, Staff would be accepting post-test year plant twenty-one months after the close of 

the test year and would have no time to conduct the analysis required to complete its 

testimony. Therefore, Staff used the cut-off date of December 31, 2002, because it was a 

reasonable time period after the test year’s end but not so far into the future as to require 

an updated test year. 

Gross Revenue Conversion Factor 

Does Staff agree with the Company’s proposed Gross Revenue Conversion Factor of 

1.63241? 

No. 
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Q. 

A. 

Q- 
A. 

Q* 

A. 

Does Staff agree with portions of the Company’s Gross Revenue Conversion Factor 

caIculation? 

Yes. Staff agrees that uniform marginal Federal and State income tax rates based on the 

Eastern Group as a whole is appropriate. Staff also agrees that the respective marginal 

Federal and State income tax rates are 6.968 and 34.00 percent. Further, Staff agrees that 

the GRCF should include a component to recognize the Company’s 0.2032 percent 

uncollectible rate. 

What is Staff’s disagreement with the Company’s GRCF? 

The Company did not properly use the tax and uncollectible rates to calculate the GRCF. 

The proper calculation is shown on Schedule REL-2. The Company’s calculation 

incorrectly uses the uncollectible rate. The Company’s calculation uses the actual 

uncollectible rate. Since there is no income tax on uncollected revenue, the uncollectible 

rate must be adjusted to an after tax basis by multiplying the uncollectible rate times one 

minus the effective combined Federal and State income tax rate. Schedule REL-2 shows 

a reconciliation of Staffs proposed revenue and the incremental operating income, 

income taxes, and uncollectible expense. 

Depreciation Rates and Expenses 

Has the Company made any adjustments to the depreciation rates as required in the 

Northern Division’s Decision? 

Yes, the schedule submitted in Mr. Ralph Kennedy’s direct testimony (page 16) contains 

component rates for each plant account. The Company’s depreciation expense and 

associated accumulated depreciation contained in its application were based on these 

rates. On February 12, 2003, Mr. Kennedy informed Staff that the Company 

inadvertently did not use its most current depreciation study in its calculation and 

submitted its most current component rates. The depreciation rates contained in this most 

current submittal have been reviewed and approved by Staff Engineering and are 
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contained in Exhibit E of Mr. Lyndon Hammon’s direct testimony and are applicable to 

all systems within the Eastern Group. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

How did the Company determine depreciation expense? 

The Company’s proposal includes two pro forma adjustments. The Company’s first pro 

forma adjustment increased depreciation expense to provide an additional six months of 

depreciation expense on test year plant additions. The Company’s second pro forma 

adjustment increased depreciation expense to provide twelve months of depreciation 

expense on the Company’s proposed post-test year plant additions that were projected to 

be completed by December 3 1,2002. 

Lead-Lag Analvsis 

What is the purpose of a lead-lag analysis? 

A lead-lag analysis measures the timing of cash receipts and disbursements. The purpose 

of a lead-lag study is to estimate of the average amount of funds either supplied by 

shareholders or received in advance from ratepayers for business operations. If cash is 

received from the ratepayer prior to its use, a reduction is made to the rate base to reflect 

the actual amount of working capital provided by the ratepayers. When the Company 

makes payments prior to receiving cash from ratepayers, rate base is increased to reflect 

the additional funds supplied by shareholders. 

Does Staff agree with the Company’s proposed cash working capital? 

No. The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 

Does Staff agree with the Company’s lead-lag analysis? 

The Company’s calculation of expense lag days included depreciation and amortization 

expense and federal deferred income taxes, which are all non-cash expenses, and should 
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Q. 
A. 

Q. 
A. 

be excluded from such an analysis. The Company further failed to include interest 

expense, which is a cash expense and should be included in the analysis. The Company’s 

method compared dollar-day revenue lag to dollar-day expense lag to calculate excess 

dollar-day revenue lag. The Company’s analysis mismatches the dollar amount included 

in the dollar-day revenue and dollar-day expense lag amounts. The effect is to include 

non-cash items in the dollar-day revenue lag amount and exclude non-cash items in the 

dollar-day expense lag amount. This results in a mismatch and overstates cash working 

capital. 

Did Staff prepare a lead-lag analysis? 

Yes. Staffs analysis was done on a sys.:m-by- system basis. Staffs analysis made the 

following adjustments to the Company’s analysis: (1) Staff used expense amounts and 

expense lag days for each individual system; (2) Staff removed depreciation expense and 

deferred income taxes from the calculation of expense lag days; (3) Staff recognized 

interest expense; (4) Staff incorporated its adjustments to operating expenses; and ( 5 )  

Staff used a method that eliminates the mismatch between the dollar amount included in 

the dollar-day revenue and dollar-day expense lag amounts by comparing revenue lag 

days directly to payment lag days. Finally, Staff adjusted the number of expense days on 

Property Taxes to co-ordinate the appropriate expense lag as determined by the 

Department of Revenue. 

Annualization of Revenue 

Does Staff agree with the Company’s annualization of revenue and expenses? 

No. Staff reviewed the annualization and determined that it was inconsistent. The 

average annual revenue per customer was calculated based on the revenue for a 5/8-inch 

meter only and not the total of revenue from all meter sizes in order to properly match 

revenue and expenses. This procedure created a revenue mismatch and increased the 

Company’s revenue adjustment by $96,209, from $21 1,509 to $307,718. 
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The Company calculated variable expense adjustments based on total expenses for all 

customers, not just the 5/8-inch metered customers. The result of Staffs analysis is an 

increase of $492, from $1 16,040 to $1 16,532. 

Q. 

A. 

Q. 
A. 

Purchased Power Adiustment Mechanism 

Is the Company requesting continuation of its Purchased Power Adjustment 

Mechanism? 

Yes, on page 22 of Ms. Sheryl Hubbard’s direct testimony, she states “that the Company 

proposes that the adjustor mechanism be reset to zero with new base levels established in 

this proceeding at the current level of expense.” 

Please explain what a PPAM is and how it works. 

The adjustor was established so the Company could pass the additional or reduced cost of 

electric power on to its customers thereby recovering or reducing the expense. In the 

past, the price of purchased power had been somewhat volatile with monthly fluctuations 

that would increase or decrease the cost of either purchased electric or natural gas power. 

In the case of Arizona Water Company, the adjustor mechanism applies to all its systems. 

Currently, Arizona Water Company is the only water provider still using this adjustor. 

Staff recommends eliminating the PPAM because the procedure for accounting and 

reporting PPAMs involves monthly tracking by the Company, and review and analysis by 

Staff. The PPAMs approved in 2003 were: 

Apache Junction - 1/10 of 1 cent per 100 gallons 

Bisbee - 1/5 of one cent per 100 gallons 

Miami - 1/10 of one cent per 100 gallons 

San Manuel - 1/10 of one cent per 100 gallons 

Superior 3/10 of one cent per 100 gallons.) 
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Because of the immateriality of these amounts, Staff believes the cost of tracking the 

Purchased Power Adjustor Mechanism outweighs its benefit and recommends its 

elimination. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Purchased Water Adjustment Mechanism 

Is the Company requesting continuation of its Purchased Water Adjustment 

Mechanism? 

Yes, on page 22 of Ms. Sheryl Hubbard’s direct testimony, she states “that the Company 

proposes that the adjustor mechanism be reset to zero with new base levels established in 

this proceeding at the current level of expense.” 

Please explain what a PWAM is and how it works. 

In 1986, the Company was granted a purchased water adjustment mechanism for the Ajo, 

San Manuel, and Superior systems that would increase or decrease the purchased water 

expense as the market price fluctuated. The adjustor mechanism would pass the 

additional or reduced cost of purchased water on to customers, thereby recovering or 

reducing the expense. Currently, Arizona Water Company is the only water provider still 

using this form of adjustor. Like the PPAM, the accounting for this procedure includes 

both Company and Staff costs. Staff believes these costs outweigh any benefit due to the 

insignificant changes in the adjustor rate. Therefore, Staff recommends the elimination 

of the adjustor altogether. 

Water Testing Expense 

Has Staff reviewed the Water Testing Expenses proposed by the Company? 

Staff reviewed the Company’s proposed Water Testing Expenses and discusses its 

findings in Mr. Hammon’s direct testimony. 



1 

2 

3 

4 

5 

6 

5 

8 

s 
1C 

11 

12 

12 

1f 

1: 

1C 

1; 

18 

1: 

2( 

2’ 

2: 

2: 

21 

21 

21 

27 

2E 

Direct Testimony of Ronald E. Ludders 
Docket No. W-01445A-02-0619 
Page 12 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Has Staff reviewed the pro forma Chlorination Labor and Wages Expenses (Water 

Treatment) proposed by the Company? 

Staff has reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and has found that they do not meet the “known and measurable” standard. Staff used 

actual 2002 expenses because of the uncertainties of Company estimates. Please refer to 

Mr. Hammon’s direct testimony. 

Donations to Charitv 

Did Staff remove contributions to charities from the Company’s income statement? 

Yes. Company donations to charities are expenses that should be properly borne by 

shareholders and not ratepayers. Staff has made an adjustment for this. 

Rate Case Expenses 

Did the Company increase its proposed Rate Case Expense? 

Yes. The Company notified Staff in its response to Staffs data request REL 18-3 that it 

had planned to increase its Rate Case Expenses by $15,000, from $257,550 to $274,550. 

The Company claimed this expense was necessary due to Staffs motion to extend the 

procedural deadlines and the possibility of fbture depositions. 

Does Staff agree with the Company’s proposed Rate Case Expense? 

No. Staffs review of the Company’s Rate Case Expense began with an analysis of the 

1992 rate case that included all 18 systems at a cost of $90,970 or $5,053 per system. In 

that case, the Commission allowed Rate Case Expense of $90,970 amortized over three- 

years or $30,323 per year. In this instance, the Company has not filed an Eastern Group 

rate case for eleven years. 

If the Company receives the rate case expense it originally requested in this case &e. 

$257,550 for 8 systems) plus the amount allowed in the Northern group’s rate case (i.e. 
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$216,982 for 5 systems) the Company will incur $474,532 for only 13 of its 18 systems. 

The 1992 Rate Case Expense for 13 systems would have been only $65,689 ($90,970 

divided by 18 = $5,053 per system multiplied by 13 = $65,689). The increase in Rate 

Case Expense of $408,843, from $65,585 to $474,843 results in an increase of 622 

percent. 

Rate Case Expense increases of this magnitude are not consistent with economies of scale 

that should result from the filings of two of the three divisions (groups) of the Company. 

Although it is difficult to determine exactly what the Rate Case Expense should be, due 

to the estimated costs to be incurred upon completion of the rate case, Staff is proposing 

an expense level of $180,913, a reduction of $76,637 or 29.8 percent less than the 

Company’s requested expense of $257,550. Staff arrived at this number by determining 

the amount of attorney fees incurred as of April 30, 2003, or about the half way point of 

the rate case. This number was approximately $50,000 to which Staff added another 

$50,000 for the second half of the case for a total of $100,000. Additionally, the 

Company estimated Utility Resources (Cost of Capital) expenses to be $49,000 of which 

only $25,687 had been expended as of April 30, thus a remaining balance of over 

$23,000 to cover rebuttal and hearing expenses. Staff estimates these expenses not to 

exceed $8,000 ($200 per hour x 40 additional hours = $8,000). Further, Staff reviewed 

the Company’s anticipated Payroll and Payroll Overheads expense of $48,000 and its 

estimated Miscellaneous expense of $14,550 and projected the expense to be three- 

fourths of what was proposed for a total Staff adjusted expense of $180,913. Moreover, 

even if Staffs adjustment is not adopted, the additional ten per cent claimed by the 

Company regarding the Motion to Continue should be disallowed, because the motion 

was directly related to the Company’s lack of completeness of responses to Staffs data 

requests. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Does Staff agree with the Company’s proposal to amortize Rate Case Expense over 

three years? 

No. According to the Administrative Law Judge’s proposed order in Docket No. 

W-01445A-00-0962 on the arsenic cost recovery mechanism, and the Company’s 

acceptance to file a rate case using a test year of 2006, a five-year amortization period 

should be utilized. The application of a three-year amortization period would allow the 

Company to over-earn its approved Rate Case Expense by two years. Therefore, Staff 

amortized its recommended Rate Case Expense over five years. 

Depreciation Expense 

Does Staff agree with the Company’s method for determining depreciation expense? 

No. Depreciation expense should reflect the proposed depreciation rate which is then 

applied to the authorized balance for each plant account. Staff recommends disallowing a 

portion of the Company’s proposed post-test year plant additions that were not revenue 

neutral or not in service by Staffs cut-off date, December 31, 2002. The difference 

between Staffs plant recommendation and the Company’s causes a corresponding 

difference in depreciation expense. In addition, the Company calculated its depreciation 

expense using dated component depreciation rates that it later corrected during the course 

of Staffs analysis. Staff reviewed and accepted the new rates and Staff used these new 

rates in calculating this expense. 

Property Tax 

How did Staff determine each system’s Property Tax expense? 

Staff used the “Arizona Department of Revenue (“ADOR’) New Valuation Methodology 

for Water and Sewer Companies”. Under this method, the Company is required to file 

form 82055 with ADOR who uses it to determine the full cash value for water and 

wastewater property used in Arizona. Staff requested and received the Company’s 2002 

form 82055 for each of the Eastern Group’s systems. 
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Q. 
A. 

Since the Company leases its vehicles, it was not required to report the dollar value of its 

licensed vehicles on line 3, Balance Sheet Information, Form 82055, page 4 of 6. The 

Company did not complete page 5 of 6 - Schedule of Non-Capitalized Leased or Rented 

Operating Property (System) for Water Utility Companies which it was required to 

report. 

The effect of this oversight is to overpay property taxes because, under the DOR’s 

valuation methodology, the net book value of licensed vehicles (owned or leased) is 

deducted from the value indicated by gross revenue. The Company is paying taxes on its 

vehicles twice. 

According to the Department of Revenue, “The new methodology uses revenue as a base 

then adds Construction Work in Progress (“CWIP”) and deducts for vehicles. The 

vehicle allowance, i.e. deducting the net book value of licensed vehicles from the value, 

is designed to avoid double taxation. Owners of licensed vehicles pay an in lieu property 

tax on these (vehicles). If a water or sewer company uses vehicles in its operation and 

the company does not provide the net book value of these vehicles and this net book 

value is not deducted from the value of the operating utility, then the company is 

probably being over-valued based on the formula we follow.” 

To eliminate this overpayment, Staff has deducted the net book cost of licensed vehicles 

in its determination of property taxes for each system. 

Metered Revenue Requirement 

How did Staff determine its metered revenue requirement? 

Once Staff determined a system’s revenue requirement, it deducted revenue obtained 

from other operating revenue. The resulting revenue requirement was the basis for 

Staffs metered rates. 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

How does Staffs proposed rate structure compare with the Company’s? 

The Company proposed single-tier rates for each of it systems based on customer class 

distinguished by meter size, in addition to a monthly minimum charge. Staff proposes a 

three-tier rate structure for the commodity charge. Customer class is distinguished by 

meter size and the monthly minimum. Please refer to MI-. Thornton’s testimony. 

What are the advantages of a three-tier inverted rate structure over a uniform rate? 

Flat commodity rates assume there are no increases in costs associated with increases in 

usage. Under uniform rates there is no incentive to reduce water usage. Because of the 

ever-increasing demand for a finite resource, innovative and more complex rate structures 

are being proposed nationwide and internationally in an attempt to properly affect 

consumer choices. 

Has Staff reviewed the Company’s requested increase in some of its Service 

Charges? 

Yes. The Company proposed increases in two of its existing service-related charges. 

The Company proposed that its returned check charge (Non-Sufficient Funds) be 

increased hom $10 to $25. Additionally, the Company requested a late charge tariff of 

1.5 percent per month for bills delinquent for more than 15 days. 

Does Staff agree with the Company’s returned check charge and late charge 

proposals? 

Yes. These-service related charges need to be revised in accordance with rising labor and 

other expenses. Additionally, these increases in the service-related charges will allow the 

Company to recover expenses from its cost-causers. Finally, the Company proposed 

service charges are consistent with those recommended in the Northern Group rate case 

(Decision No. 64282, dated December 28,2001). 
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Q. 

A. Yes, it does. 

Does that conclude your discussion on the Eastern Groups common issues? 
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APACHE JUNCTION 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Summary of Proposed Revenue - Apache Junction 

Did Staff prepare a schedule representative of the Company’s proposed increase 

and Staff‘s recommended revenue requirements? 

Yes. Please refer to Schedule REL-1. The Company proposed total annual operating 

revenue of $10,249,590, which represents an increase of $1,305,663, or 14.60 percent, 

over the Company’s adjusted test year revenue of $8,943,927. However, the Company’s 

Schedule A-1 shows an increase of $1,735,319 that when added to the adjusted test year 

revenue of $8,943,927 results in annual revenue of $10,679,246 or a difference of 

$432,656. 

Staff recommends total annual operating revenue for the Apache Junction system of 

$8,137,215. Staffs recommendation represents a decrease of $901,427, or 9.97 percent, 

under its adjusted test year revenue of $9,038,642. 

Rate Base - Apache Junction 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base Schedule? 

Yes, as shown on Schedule REL-3, Staff recommends a rate base of $18,346,065, which 

represents a decrease of $5,860,951 from the Company’s proposed $24,207,016. Staffs 

rate base adjustments are described below. 

Rate Base Adjustment No. 1- Test Year Plant In Service 

Please explain Staffs adjustments to Plant In Service? 

Staffs adjustment to Plant In Service resulted in a reduction of $3,412,565. The first part 

of this adjustment represents the reclassification of $6,292 of plant inadvertently posted 

to Purchased Pumping Power rather than Electrical Pumping Equipment. The second 
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part of the adjustment consists of a decrease of $2,604,304 which represents the portion 

of post-test year plant in service that was not revenue neutral or was not in service by 

December 31, 2002. The third part of the adjustment reflects post-test year retired plant 

for $109,650 not shown on the Company’s application. This adjustment is proper to 

remove the corresponding plant that was replaced by the post-test year plant additions 

that Staff accepted. Finally, Staff reclassified Deferred Central Arizona Project (“CAP”) 

charges of $704,903 to a separate line item in the rate base schedule. This was done so 

that these charges were segregated for clarification and ease of recording annual 

amortization of the deferred charges. 

Please summarize Staffs recommendation regarding Plant In Service. 

Staff recommends $51,814,226 for Plant h Service, a $3,412,565 decrease from the 

Company’s proposed $55,226,791. The calculation of Staffs recommendation is shown 

on Schedule REL-5. 

Rate Base Adiustment No. 5 and 6 - CAP Deferrals 

How did Staff treat the CAP deferrals? 

Staff established separate line items for the CAP deferral and accumulated amortization 

similar to the way Contributions in Aid of Construction are listed. Staff accepted the 

Apache Junction deferral of $704,903 and amortized $20,118 of annual expense to record 

the recovery of the deferral over the 34 year remaining life of the CAP contract. Staffs 

adjustment is shown on Schedule REL-6. 

Rate Base Adjustment Nos. 7, 8 ,9  and 10 - Accumulated Depreciation 

What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 2 of 1 I,  of the 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

filing, increased Accumulated Depreciation by $1 12,897 to reflect twelve months of 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 31,2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 2 of 11, of the filing, decreased Accumulated 

Depreciation by $2,886 and according to the Company represents six months of 

depreciation expenses on test year plant additions. 

Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant 

actually in service by December 31,2002? 

No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 31, 2002, cut-off 

date. 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered fkom ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 
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Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 
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Q. 
4. 

Q. 
A. 

Q. 
A. 

Work in Progress (“CWIP”) to the appropriate plant accounts. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-7. Staff increased 

Accumulated Depreciation by $1,100,547, from $8,791,705 to $9,892,252. This 

adjustment is made up of several components including a $35,589 (adjustment no. 7) 

increase as a result of Staffs analysis. Staff recommends increasing the pro forma 

adjustment for Accumulated Depreciation on test year plant by $1,307,339 (adjustment 

no. 9) from $2,886 to $1,304,453, and recommends decreasing the pro forma adjustment 

for Accumulated Depreciation on post-test year plant additions by $96,399 (adjustment 

no. 8) from $1 12,897 to $16,498. Additionally, Staff removed $145,982 (adjustment no. 

10) in retired post-test year plant from Accumulated Depreciation in accordance with 

NARUC - USOA accounting procedures. 

Rate Base Adjustment No. 11 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $559,088 for working capital. Schedule B-5, page 1 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $328,417 cash working capita 

component of the working capital allowance. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Why does Staff disagree with the Company’s proposed cash working capital 

component of working capital? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methological errors. 

What is the result of Staffs lead-lag analysis? 

Staffs lead-lag analysis indicated a negative $941,880 cash working capital component 

or a reduction of $1,270,297 below the Company’s $328,417 figure. In other words, 

ratepayers are providing working capital to the system. 

Mow else did Staff adjust Working Capital? 

Staff increased the Materials and Supply Inventory by $19,303, from $43,863 to $63,166 

as a result of materials that were transferred from Repairs and Maintenance expense to 

Working Capital. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of negative $691,906 as shown on 

Schedule REL-8. 

Rate Base Adjustment No. 12 and 13 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test year 

additions? 

Yes. Staff accepted only revenue neutral plant that was in service by the December 3 1 , 

2002, cut off date. Using the Company’s allocation factors, Staff decreased the Phoenix 

Office allocation by $765,834, which included $36,332 of post-test year retired plant. 

Additionally, Staff reduced the Meter Shop allocation by $15,796. Staffs adjustment 

reduced the Phoenix Office and Meter Shop allocations by $781,630, from $870,209 to 

$88,579 as shown on Schedule REL-9. 
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Operating Income - Apache Junction 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Operating Income Summary 

What did Staff recommend for test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $9,038,642, expenses of $6,914,757, and 

an operating income of $2,123,885 as shown on Schedules REL-10. Staffs adjustments 

are discussed below. 

Operating Income Adjustment No. 1 - Revenue Annualization Adiustment 

How did the Company annualize 2001 revenue? 

The Company multiplied 591 (that represents the average growth in customers on the 

Apache Junction system during the test year) by $350 (the Company's determination of 

annual revenue per customer) which resulted in a revenue increase of $206,850. 

Did Staff make an adjustment to annual revenue in the Company's calculation? 

Yes. Staff made a $94,715 adjustment to increase the Company's proposed annualization 

from $206,850 to $301,565. Staffs calculation of the adjustment is shown on Schedule 

REL-12. Staff reviewed the Company's annualization and determined that it was 

inconsistent. The average annual revenue per customer was calculated based on the 

revenue for a 5/8-inch meter only and not the total of revenue from all meter sizes in 

order to properly match revenue and expenses. This procedure created a revenue 

mismatch. Staffs recalculation recognizes revenue from all meter sizes and calculated 

the average annual revenue per customer to be $510 rather than the Company's $350. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Operating Income Adiustment No. 2 - CAP Purchased Water Adiustment 

What is Arizona Water proposing for Purchased Water Expense for the Apache 

Junction System? 

The Company proposed $1,003,040 for Purchased Water Expense. This number is 

composed of $805,211 in actual 2001 purchased water expenses and $197,829 in pro 

forma adjustments as shown on schedule REL- 13. 

Please discuss the components of the Company’s $805,211 actual Purchased Water 

Expens e. 

The $805,211 amount is composed of $703,309 in CAP and City of Mesa treatment costs 

incurred for potable water; $94,027 for golf course effluent &e., non potable CAP water); 

and a $7,875 unrecognized amount ($703,309 + $94,027 + $7,875 = $805,211). 

Did Staff make any adjustments to the Company’s $805,211 Purchased Water 

Expense amount? 

Yes. Staff increased the CAP and City of Mesa treatment costs by $25,188, from 

$703,309 to $728,497 as a result of using the actual 2002 CAP and City of Mesa 

treatment costs. Staff also removed the $7,875 unreconciled amount as it was not an 

expense incurred by the Apache Junction system and reclassified to the Miami system’s 

as a BHP Copper purchased water adjustment. 

Please discuss the components of the Company’s $197,829 pro forma adjustment to 

Purchased Water Expense. 

The Company’s $197,829 pro forma adjustment to purchased water expense is composed 

of $10,982 to normalize the 2001 City of Mesa treatment costs; $113,939 to expense 

CAP Municipal and Industrial (“M & I”) costs that are currently being deferred; $41,304 

to reflect a rate increase in the Central Arizona Water Conservation District (“CAWCD”) 

contract delivery charge; and $3 1,604 to annualize the expense. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Would you please discuss the Company’s $10,982 pro forma adjustment to 

normalize the 2001 City of Mesa treatment costs? 

The City of Mesa bills Arizona Water for capital M&I costs each month. Normally, there 

are 12 bills in any given year. However, during the test year, the CAP canal was closed 

for repairs in November. The Company included the November 2001 charge as an 

ongoing expense by estimating the November M&I charge (Le., total M&I costs 

$120,801 / 11 months = $10,982) and adding the amount to the total test year M&I costs. 

Did Staff accept the Company’s $10,982 pro forma adjustment to, normalize the 

2001 City of Mesa treatment costs? 

No. Staff removed the amount. Staff used the actual 2002 M&I capital cost as it was 

known and measurable and included 12 months of M&I bills. Therefore, the $10,982 

adjustment to estimate and include an additional month was not necessary. 

Please discuss the Company’s $113,939 pro forma adjustment to include M&I 

charges in Purchased Water Expense. 

The Commission, in Decision No. 58120 (dated December 23, 1992) authorized Arizona 

Water to defer the CAP M&I charges. Since substantially all of the CAP allocation for 

the Apache Junction system is used and useful, the Company is proposing to expense all 

test year CAP M&I charges by including the $113,939 in M&I charges in Purchased 

Water Expense. 

Did you make any changes to the Company’s $113,939 pro forma adjustment to 

Purchased Water expense? 

Yes. Staff decreased the CAP M&I capital charges by $4,839, from $113,939 to 

$109,100 as a result of using the Company’s actual 2002 costs. The 2002 costs are 

known and measurable and reflect 12 months of M&I capital costs. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please discuss the Company’s $41,304 pro forma adjustment to reflect a CAWCD 

contract rate increase in Purchased Water Expense. 

The Company was notified in June 2002 that the CAWCD contract delivery charge 

would increase by $8 from $58 to $66 per acre-foot effective January 1, 2003. The $4 

per acre-foot increase would result in an annual Purchased Water Expense increase of 

$41,304. The increase was calculated by multiplying the test year acre-feet by the $4 

increase (5,163 acre-feet x $8 = $41,304). 

Did Staff make any changes to the Company’s $41,304 pro forma adjustment to 

Purchased Water Expense? 

Yes. Staff increased the amount by $2,128, from $41,304 to $43,432 as a result of using 

the 2002 acre-feet (5,429 acre-feet x $8 = $43,432). 

Please discuss the Company’s $31,604 pro forma adjustment to annualize 

Purchased Water Expense. 

The Company annualized test year revenue and expenses using the test year end number 

of customers. The annualization study increased purchased water expense by $3 1,604. 

Did Staff accept the Company’s $31,604 pro forma adjustment to Purchased Water 

Expense? 

No. Staff removed the adjustment as Staff is using the 2002 actual purchased water 

expense of $728,497 shown on line 1 of Schedule REL-13. 

What is Staffs net adjustment to Purchased Water expense for the Apache Junction 

system? 

Staff decreased Purchased Water expense by $27,984, fiom $1,003,040 to $975,056 as 

shown on Schedule E L -  13. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Operating - Income Adiustment No. 3 - CAP Amortization Adjustment 

What did Arizona Water propose for its deferred CAP Municipal and Industrial 

charges? 

The Company proposed to amortize $704,903 in deferred CAP charges over a three-year 

period as shown on schedule REL-14. 

Does Staff agree that the balance to be amortized is $704,903? 

No. The Company’s balance was calculated using an estimated amount. Staffs balance 

used actual amounts. 

The Company’s $704,903 balance was composed of two amounts: $46,315 + $658,588. 

The $46,315 was the actual balance of the unamortized portion of the $60,000 deferred 

CAP authorized in Decision No. 58120 (dated December 23, 1992). The $658,588 was 

an estimate of the deferred CAP M&I balance accrued from 1986 through December 31, 

2002. Staff used the Company’s actual December 31, 2002 deferred CAP M&I balance 

of $645,207, as shown on Schedule REL-14. 

Does Staff agree that the amortization period is three years? 

No. The Company’s three-year amortization period was not consistent with generally 

accepted accounting principles (“GAAP”). GAAP requires that deferred charges be 

amortized over the asset’s estimated benefit period, not to exceed 40 years. Staff 

amortized the contract over its remaining life (Le., 32 years). 

What was Staffs adjustment to Depreciation and Amortization expense for the 

Apache Junction system? 

Staff decreased depreciation and amortization expense by $213,470, fiom $233,588 to 

$20,118. 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Operating Income Adiustment Nos. 4,6,9. 11 and 12 - 2001 Expense Annualization 

Adi ustment 

Did Staff recalculate annualized expenses? 

Yes. Staffs calculations are shown as adjustments nos. 4, 6, 9, 11 and 12 and are shown 

on Schedule REL-15. Staff recommends an expense annualization adjustment of 

$115,344, an increase in expense of $495 compared to the Company’s expense 

adjustment of $1 14,849. 

Operating Income Adjustment No. 5 - Purchased Pumping Power 

Did Staff adjust Purchased Pumping Power? 

Yes. Staff accepted the Company’s Purchased Pumping Power with the exception of a 

repaired pump inadvertently posted as an expense. The $6,276 was reclassified to 

Electrical Pumping Equipment as shown on Schedule REL-16. 

Operating Income Adjustment No. 7 - Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes, Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to Apache 

Junction was decreased from the Company’s pro forma adjustment by $2,868, from 

$191,642 to $188,774 as shown on Schedule REL-17. Please refer to Mr. Hammon’s 
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Q* 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Operating Income Adjustment No. 8 -Water Testing Expense 

Does Staff agree with the Company’s Water Testing Expense? 

No. Staff recommended this expense be based on Staffs water testing expense analysis 

of $36,869, which increases annual operating expenses by $8,176. The adjustment is 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 

Operating Income Adiustment No. 10 - Transmission and Distribution Expense 

What adjustment did Staff make to Transmission and Distribution Expense? 

Staff reclassified $19,303 from Transmission and Distribution Expense to Materials and 

supplies. The Company inadvertently posted $19,303 to Transmission and Distribution 

Expense that should have been posted to Materials and Supplies Inventory as shown on 

Schedule REL-19. 

Operating Income Adjustment No. 16 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even though charitable contributions bear no relationship to the provision of water 

service. Therefore, Staff removed $7,647 from the Administrative and General account 

as shown on REL-20. 

Operating Income Adjustment No. 14 - Rate Case Expense 

What Rate Case Expense did Arizona Water propose for the Apache Junction 

system? 

The Company proposed total Rate Case Expense of $133,952 for the Apache Junction 

system. Rate Case Expense is a component of the Company’s proposed $896,828 

Administrative and General Expense, shown on Schedule REL-21. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Does Staff agree that the Company’s Rate Case Expense for the Apache Junction 

system is reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the Apache Junction system? 

Staff recommends allocating $94,093 to the Apache Junction system. Staffs 

recommended allocation uses the Company-proposed allocation factor of 0.5201 0 percent 

($180,913 x 0.52010 = $94,093). Staff recommends annual Rate Case Expense of 

$18,819 ($94,093 amortized over five years) a decrease of $25,832 from the Company’s 

requested $44,65 1 , as shown on Schedule REL-2 1. 

Operating Income Adjustment No. 15 - Depreciation and Amortization Expense 

What did the Company propose for depreciation expense? 

The Company proposed $1,425,605 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 7 of 36, of the filing, increased depreciation expense by 

$2,886 to provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 8 of 36, of the filing, increased depreciation expense by $1 12,897 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 3 1 , 2002. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 
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Q. 
A. 

Q. 

A. 

revenue neutral. The difference between Staff plant recommendation and the Company’s 

causes a corresponding difference in depreciation expense. In addition, the Company 

calculated its depreciation expense using dated component depreciation rates that it later 

corrected. Staff reviewed and accepted the new rates and Staff used the new rates in 

calculating rates. 

What are the components of Apache Junction’s proposed depreciation expense? 

The Company’s proposed depreciation expense is composed of $1,082,006 recorded in 

the test year, a negative $2,886 pro forma adjustment to recognize an additional half-year 

of depreciation of test year plant additions, and a positive $1 12,897 pro forma adjustment 

to recognize twelve months of depreciation of post-test year plant additions. 

Furthermore, the Company made a positive pro forma adjustment of $233,588 to 

recognize the annual amortization it is requesting to be charged to deferred Central 

Anzona Project M & I charges for pre-1991 and post-1990 M & I deferrals. These 

represent the Company’s $1,425,605 proposed depreciation and amortization expenses. 

Why is Staffs recommended depreciation expense different than the Company’s 

proposed amount? 

Staffs recommended depreciation expense is different for two reasons. First, the 

Company’s calculated depreciation expense used a dated component depreciation 

schedule which it later changed during the course of Staffs analysis. Staff recommends 

adopting the individual component account rates identified in the Company’s late-filed 

depreciation study which was reviewed and accepted by Engineering Staff who used it to 

calculate the Staffs depreciation expense. Second, Staff calculated depreciation expense 

on its recommended plant, which reflects adjustments previously discussed. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please summarize Staffs recommendations for depreciation expense. 

Staff recommends $1,067,852 for depreciation expense, a $357,753 decrease from the 

Company’s proposed $1,425,605. Staffs calculation includes the amortization of CIAC 

at the weighted proposed depreciation rates. Staffs recommendation is shown on 

Schedule REL-22. 

Operating Income Adiustment No. 16 - Property Taxes 

What is Arizona Water proposing for property tax expense for the Apache Junction 

system? 

The Company proposes property tax expense of $751,447, $638,730 for Maricopa 

County and 1 12,7 17 for Pinal County. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equalization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $789,185. Staff recommends an increase of 

Maricopa County taxes of $35,528, from $1 12,717 to $148,245. Staff also recommends 

an increase in Pinal County taxes of $2,210, from $638,730 to $640,940. Staffs 

calculations are shown on Schedules REL-23 and REL-24. 

Operating Income Adjustment Nos. 17 and 18 - Income Taxes 

What income tax expense did Arizona Water propose? 

The Company proposed $508,210 in federal income taxes and $77,441 in state incomc 

taxes for a combined income tax of $585,651. 

.. 
3 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Q* 
A. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and Staffs recommended taxable income is different from 

the Company’s. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedules REL-25, Staff recommends federal income tax of $847,452 and 

state income tax of $186,686 for a combined income tax of $1,034,138. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $562,902 and 

state income tax of $124,002 for a combined income tax of $686,904. 

Rate Design - Apache Junction 

Rate Consolidation 

Did Staff review the Company’s proposal to consolidate rates for the Apache 

Junction and Superior systems? 

Yes. Staff has reviewed the rate consolidation plan. 

What is the Company’s rationale for the rate consolidation plan? 

The Company seeks an interconnection between the two systems which it believes will 

provide increased reliability for customers of both systems. The Company proposes to do 

this in two phases. Phase one would equalize the two system’s basic monthly charges. 

Step two, to be considered in the Eastern Groups next rate case, would combine the 

commodity charges of the two systems. (See Direct Testimony of Ralph Kennedy, pages 
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Q. 
A. 

Q* 

A. 

Q. 
A. 

Q* 
A. 

Q. 
A. 

Does Staff recommend approval of the Company’s rate consolidation plan? 

No. According to Staff Engineering there is no interconnection between Apache Junction 

and Superior, and there are CC&N voids between the Apache Junction system and the 

well field at Florence Junction. Additionally, the Apache Junction and Superior systems 

exhibit differences in revenue requirements due to the age of the respective infrastructure, 

maintenance costs, power costs and growth rates. Staff recommends that each of the 

Eastern Group’s eight systems have their own unique rates based upon the characteristics 

of each system. Rate consolidation causes cross-subsidization among systems and results 

in unfair rates. 

Rate Design 

Did Staff prepare a schedule summarizing the present, Company-proposed, and its 

recommended rates and charges? 

Yes. Schedule REL-26 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all gallons sold. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 

Please summarize Staffs rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 
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break-point at over 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 



I 
I 
IC 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 

Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Increase In Gross Revenue (L7 * L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) Note A 

Require Increase in Revenue (%) (L8/L9) 

PI 
COMPANY 
ORIGINAL 

COST 

24,207,016 

1,862,934 

7.70% 

11 .OOOO% 

2,662,772 

799,838 

1.63241 

1,305,663 

8,943,927 

10,249,590 

14.60% 

Schedule REL-1 

P I  
STAFF 

ORIGINAL 
COST 

$ 18,346,065 

$ 2,123,885 

11.58% 

8.5660% 

$ 1,571,524 

$ (552,362) 

1.631 95 

$ (901,427) 

$ 9,038,642 

$ 8,137,215 

-9.97% 
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Arizona Water Company -Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

GROSS REVENUE CONVERSION FACTOR 
Line 
No. - 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective lncorne Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate After lncorne Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-I ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of lncorne Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax Q 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Svnchronization: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

Schedule REL- 2 

1 .oooooo 
38.59888% 
0.12477% 

38.72365% 
1.631951 

100.00000% 
6.96800% 

93.03200% 
34.00000% 
31 63088% 
38.59888% 

0.20320% 
38.59888% 

61.401 12% 
0.12477% 

0.203200% 
$ (1.832) 

(1,832) 
$ (899,595) 

38 59888% 
(347,234) 

$ 1,571,524 
2,123,885 

(552,362) 

$ (901,427) 

STAFF 

$ 8,137,215 
Test Year Recommended 

$ 5,880,619 $ 5.~8.787 
$ 478,832 
$ 2,679,191 

6.968% 

$ 478,832 
$ 1.779,596 

6.968% 
$ 124,002 $ 186,686 

$ 2.492.505 $ 1,655,593 
$ 847,452 
$ 1,034,138 

$ 562,902 
$ 686.904 

(347,234) 

2.610% 
$ 478,832 
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Schedule REL-3 

RATE BASE - ORIGINAL COST 

(C) 
STAFF 

AS 
ADJUSTED 

$ 51,814,226 
(9,892,252) 

$ 41,921,974 

(A) 
COMPANY 

AS 
FILED 

STAFF 
AD J USTM ENTS 

LINE 
- NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
4 Net Plant in Service 

LESS: 

Advances in Aid of Construction (AIAC) 

Contributions in Aid of Construction (CIAC) 

5 

6 
7 Less: Accumulated Amortization 
8 Net CIAC 

9 Total Advances and Contributions 

10 Customer Deposits 

11 Meter Advances 

12 Deferred Income Tax Credits 

ADD: 

$ (3,412,565) $ 55,226,791 
(8,791,705) 

$ 46,435,086 
(1,100,547) 

$ (4,513,112) 

(1 5,443,377) ( I  5,443,377) 

$ $ (6,228,486) 
71 3,806 

(531 4,680) 

$ (6,228,486) 
71 3,806 

(5,514,680) 

(20,958,057) .._ 1 

3 

(20,958,057) 

(2,699,309) (2,699,309) 

704,903 704,903 13 Deferred Central Arizona Project Charges 
14 Less: Accumulated Amortization 

Net Deferred CAP Charges 

13 Working Capital 

14 Phoenix Office Allocation 

15 Meter Shop Allocation 

17 Total Rate Base 

(20,118) 
684,785 

(20,118) 
684,785 

559,087 (1,250,994) (691,907) 

86,619 

1,960 

$ 18,346,065 

(765,834) 852,453 

17,756 

$ 24,207,016 

(1 5,796) 

$ (5,860,951) 





I 

LINE 
NO. 

Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

Schedule REL-5 

I 

I 

1 Actual Test Year Plant $ 50,768,542 $ 6,292 $ 50,774,834 
2 Post-Test Year Plant $ 3,753,346 $ (2,604,304) $ 1,149,042 

4 Deferred CAP Charges $ 704,903 $ (704,903) $ 
5 Adjusted Test Year Plant $ 55,226,791 $ (3,412,565) $ 51,814,226 

3 Post-Test Year Retired Plant $ - $ (109,650) $ (109,650) 

3 
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Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 6 

RATE BASE ADJUSTMENT NOS. 5 and 6 - CAP DEFERRALS 

(C) 
STAFF AS 

(B) 
STAFF 

AS FILED ADJUSTMENT ADJUSTED 

(A) 
LINE COMPANY 

704,903 
(20,118) 

$ - $  684,785 $ 684,785 

NO.  DESCRIPTION 
1 Deferred CAP Charges $ - $  704,903 $ 
2 Less Amortization - $  (20,118) 

3 Total 

Staff amortized its recommeded annual recovery of the deferred CAP charges over the life of the 
CAP contract rarther than over three years as requested by the Company. 
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Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 

Schedule REL-7 

NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 



I 
I 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 
ADJUSTED 

I 
I 
I 
I 
I 
I 
I 

I 
I 
I 
I 
I 
1 

Schedule REL- 8 

OPERATING INCOME ADJUSTMENT NO. 11 - CASH WORKING CAPITAL 

- .  
2 Materials and Supplies Inventory 
3 Required Bank Balances 

43,863 19,303 63,166 
118,768 1 18,768 

4 Prepayments and special Deposits 68,040 68,040 
5 Total $ 559,088 $ (1,250,994) (691,906) ' 
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Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-9 

RATE BASE ADJUSTMENT NOS. 12 and 13 - PLANT IN SERVICE 

[AI PI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Phoenix Office Allocation 
2 Meter Shop Allocations 
3 Phoenix Office Allocation - Retirements 

852,453 $ (729,502) $ 122,951 
17,756 $ (15,796) $ 1,960 

- $  (36,332) $ (36,332) 
4 Meter Shop Allocation - Retirements $ - $  - $  

Adjusted Test Year Plant $ 870,209 $ (781,630) $ 88,579 
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Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

LINE 
NO. DESCRIPTION - 

REVENUES: 
1 Total Operating Revenues 

EXPENSES: 
Source of Supply Expenses: 

2 Purchased Water 
3 Other 

Pumping Expenses: 
4 Purchased Power 
5 Purchased Gas 
6 Other 
7 Water Treatment Expenses 
8 Transmission and Distribution Expenses 
9 Customer Account Expenses 

10 Sales Expenses 
11 Administrative and General Expenses 
12 Total Operation and Maintenance 
13 Depreciation and Amortization 
15 Ad Valorem (Property) 

Taxes: 
14 
16 Other 
17 Total Operating Expenses 

18 Operating Income (Loss) 

Federal & State Income Tax 

[AI 

COMPANY 
TEST YEAR 
AS FILED 

$ 8,943,927 

$ 1,003,040 
23,251 

618,711 

1 17,465 
191,642 
758,594 
636.246 

2,059 
896,828 

$ 4,247,836 
1,425,605 

751,447 

585,651 
70,454 

$ 7,080,993 

$ 1,862,934 

STAFF 
TEST YEAR 

ADJUSTMENTS 

$ 94,715 

$ (241,454) 

(6,251) 

5,320 
(1 9,050) 

225 

(33,499) 

(357,753) 
(294.709) 

37.738 

448,487 

$ (166,236) 

$ 260,951 

[CI 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

$9,038,642 

$ 761,586 
23,251 

612,460 

1 17,465 
196,962 
739,544 
636,471 

2.059 

1,067,852 
789.1 85 

1,034,138 
70,454 

$6,914,757 

$2,123,885 

[Dl 

STAFF 
PROPOSED 
CHANGES 

$ (901.427) 

$ 

(1,832) 

(1,832) 

(347,234) 

$ (349,065) 

$ (552,362) 

Schedule REL-10 

[El 

STAFF 
RECOMMENDED 

$ 8,137,215 

$ 761,586 
23,251 

612,460 

1 17,465 
196,962 
739,544 
634,639 

2,059 
863,329 

3,951,296 
1,067,852 

789,185 

686,904 
70,454 

$ 6,565,691 

$ 1,571,524 
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Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

Schedule REL- 12 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALIZATION 

1 Avg No. of Additional Cust. Served During TY $ 591 $ 591 
2 Avg Annual Bill Per Customer for TY 350 51 0 
3 Avg Annual Revenue for Additional Customers $ 206,850 $ 94,715 $ 301,565 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-14 

OPERATING INCOME ADJUSTMENT NO. 3 - CAP AMORTIZATION ADJUSTMENT 

[AI PI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT AS ADJUSTED 

1 2002 Unamortized Balance of $60,000 Deferred CAP $ 46,315 $ - $  46,315 
2 2002 Deferred CAP Balance (Accrued from1986 to 2002) $ 658,588 $ (13,381) $ 645,207 
3 Total Deferred CAP Balance To Be Amortized $ 704,903 $ (13,381) $ 691,522 
4 Proposed Amortization Period (In Months) 36 350 386 
5 Monthly Deferred CAP Amortization Expense $ 19,581 $ (17,789) $ 1,792 

7 Annual Deferred CAP Amortization Expense $ 234,968 $ (213,470) $ 21,498 
8 Less: Test year Amort Exp on $60,000 Deferred CAP $ 1,380 - $  1,380 

Total Annual CAP Amortization Expense $ 233,588 $ (213,470) $ 20,118 

6 Multiplied by 12 Months 12 12 

9 
10 
11 
12 
13 
14 
15 
16 

Calculation of Staff Proposed Amortization Period (In Months) 
2035 End of CAP Contract (March 15,2035) 

- 2003 Beginning of Amortization Period 
32 Full Years Remaining on Life of Contract (Jan 2003 to Dec 2034) 

x 12 Multiplied by 12 months 
384 Number of Months From Jan 2003 to Dec 2034 
+ 2 Plus 2 Months (Jan 2035 to March 15,2035) 
386 Staff Proposed Amortization Period (In Months) 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 15 

OPERATING INCOME ADJUSTMENT NOS. 4,6,9,11 and 12 - EXPENSE ANNUALIZATION 

LINE I NO.  DESCRIPTION AS FILED I ADJUSTMENT I ADJUSTED I 
1 Source of Supply $ 31,604 $ (20) $ 31,584 
2 Purchased Pumping Power 
3 Water Treatment Expense 
4 Transmission 8, Distribution ExDense 

26,903 
7,226 

26,012 

25 26,928 
12 7,238 

253 26,265 
5 Customer Accounting 23,104 225 23,329 
6 Total $ 114,849 $ 495 $ 1 15,344 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-16 

OPERATING INCOME ADJUSTMENT NO. 5 - PURCHASED PUMPING POWER ADJUSTMENT 

EA1 PI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT AS ADJUSTED 

1 Purchased Pumping Power $618,711 $ (6,276) $ 61 2,435 

4 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. [DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

1 
I 
t 
I 
I 
1 

Schedule REL- 17 

OPERATING INCOME ADJUSTMENT NO. 7 - WATER TREATMENT EXPENSE 

1 Water Treatment $ 191,642 $ (2,868) $ 188,774 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Schedule REL-18 

STAFF 
AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 8 -WATER TESTING EXPENSE 

1 Annual Water Testing Expense $ 28,693 $ 8,176 $ 36,869 
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NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-20 

OPERATING INCOME ADJUSTMENT NO. 13 - CHARITABLE CONTRIBUTIONS 

[AI PI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Charitable Contributions, Gifts, Awards, Etc. $ 7,647 $ (7,647) $ - 
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STAFF AS 
ADJUSTED 

Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. 

Schedule REL- 21 

DESCRIPTION AS FILED 

OPERATING INCOME ADJUSTMENT NO. 14 - RATE CASE EXPENSE 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

LINE COMPANY STAFF 

Schedule REL-22 

STAFF 

OPERATING INCOME ADJUSTMENT NO. 15 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

NO. DESCRIPTION AS FILED ADJUSTMENT AS ADJUSTED 

1 Depreciation Expense 
2 ClAC Amortization 

$ 1,425,605 $ (212,006) $ 1,213,599 
(1 45,747) (145,747) 

$ 1,425,605 $ (357,753) $ 1,067,852 



Arizona Water Company - Apache Junction (Maricopa County) 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 23 

OPERATING INCOME ADJUSTMENT NO. 16 - PROPERTY TAX EXPENSE 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) $ 3,831,596 
Three Year Averacle Calculation 2 " 
Three Year Average (Line 5 / Line 6) $ 1,277,199 

Revenue Base Value (Line 7 x Line 8) $ 2,554,397 
Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 0.25 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Department of Revenue Multiplier 2 

Note 8: Property tax rate provided by Arizona Dept. of Revenue. 



Arizona Water Company - Apache Junction (Pinal County) 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 24 

OPERATING INCOME ADJUSTMENT NO. 16 - PROPERTY TAX EXPENSE 

(A) 
COMPANY LINE 

NO. DESCRIPTION AS FILED I 
1 2000 Annual Gross Revenues 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) $ 21,707,;~ 
Three Year Average Calculation -2 

' 0 3  
" 

Three Year Average (Line 5 I Line 6) $ 7,235,793 
2 Department of Revenue Multiplier 

Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 

Revenue Base Value (Line 7 x Line 8) $ 14,471,587 

0.25 



Arizona Water Company - Apache Junction 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCO ( E ,  .D J USTM ENT 

(A) 

os. 7 an( 18 - IP C 

Schedule REL- 25 

IE TAX EXPENSE 

\ I  (B) (C) 
LINE COMPANY STAFF STAFF AS 
NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

1 Federal Income Taxes $ 508,210 $ 339,242 $ 847,452 
2 State Income Taxes 77,441 $ 109,245 186,686 
3 Total Income Taxes $ 585,651 $ 448,487 $ 1,034,138 
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ARIZONA WATER COMPANY - APACHE JUNCTION 
DOCKET NO. W-01445A-02-0619 
TEST YEAR ENDED DECEMBER 31,2001 

RATE DESIGN 

Monthly Usage Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

I" Meter 
2" Meter 
3" Meter 
4" Meter 
6 Meter 
8" Meter 

I O "  Meter 
Fire Hydrants Used For Construction Water 

Schedule REL-26 
Page 1 of 2 

1 Rates I Company I Staff I 
!% 12.43 $ 18.13 $ 12.43 - 
$ 24.86 $ 40.79 $ 35.71 
$ 62.15 $ 117.85 $ 113.80 
$ 103.58 $ 211.58 $ 283.79 
$ 207.16 $ 377.65 $ 532.97 
$ 362.53 $ 717.59 $ 717.50 
$ 362.53 $ 989.54 $ 862.25 
$ 673.27 $ 1,624.09 $ 1,003.50 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

Commodity Rates : NIA 
Per 1,000 Gallons (In Excess of Minimum) $ 2.5690 
Per 1,000 Gallons for 0 to 3,000 Gallons $ 2.5690 $ 2.5250 $ 1.5008 
Per 1,000 Gallons for 3,001 to 50,000 Gallons $ 2.5690 $ 2.5250 $ 1.8760 
Per 1,000 Gallons for Gallons in Excess of 50,000 $ 2.5690 $ 2.5250 $ 2.2512 

NIA 

Service Line and Meter Installation Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 

(a) No charge for 518" and 1" if on existing pipelines. Full cost for 518 and 1" if 

(b) Full cost for 2"and larger if on existing or new pipelines. 

(a) (a) (a) 
(a) (a) (a) 
(b) (b) (b) 
(b) (b) (b) 
(b) (b) (b) 
(b) (b) (b) 

if on new pipelines. 



ARIZONA WATER COMPANY - APACHE JUNCTION 
DOCKET NO. W-01445A-02-0619 

I 
I TEST YEAR ENDED DECEMBER 31,2001 

pFa;:;t 

RATE DESIGN 
CONTINUED 

---Proposed Rates--- 
ComDanv I Staff Service Charges: 

Establishment I Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test I Late Charge 

Schedule REL-26 
Page 2 of 2 

$ 16.00 $ 16.00 $ 16.00 
(c) 

(4 
$ 16.00 $ 

$ 35.00 $ 

$ 35.00 $ 
$ 50.00 $ 

$ 10.00 $ 

N/A 

( 4  

(a 
16.00 $ 

35.00 $ 
25.00 $ 
35.00 $ 
50.00 $ 

(e) 

( 4  

(d) 
16.00 

35.00 
25.00 
35.00 
50.00 

(e) 

(c) Per Commission Rule A.A.C. R14-2-4038 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 
or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 

I 
I 
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BISBEE SYSTEM 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q* 

A. 

Summary of Proposed Revenue - Bisbee 

Did Staff prepare a schedule representative of the Company proposed increase and 

Staffs recommended revenue requirement? 

Yes. Please refer to Schedule REL-1. The Company proposes total annual operating 

revenue of $1,869,599. This represents an increase of $612,649, or 48.74 percent, over 

the Company adjusted test year revenue of $1,256,950. 

Please summarize Staffs  recommended revenue for the Bisbee system. 

Staffs recommended total annual operating revenue for the Bisbee system is $ ,6 9. 

Staffs recommendation represents an increase of $357,306, or 28.43 percent, over its 

adjusted test year revenue of $1,256,603. 

Rate Base - Bisbee 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base Schedule? 

Yes, shown on Schedule E L - 3 ,  Staff recommends a rate base of $3,425,681. Staffs 

recommended rate base is a decrease of $274,432 from the Company’s proposal of 

$3,700,113. Staffs rate base adjustments are described below 

Rate Base Adiustment No. 1 - Plant In Service 

What adjustment to actual test year plant did the Company propose for the Bisbee 

system? 

The Company recommended increasing actual Plant In Service by $597,543. This 

amount represents all actual and projected plant additions placed in service or expected to 

be placed in service by December 31,2002. Twelve months past the 2001 test year. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Rate Base Adjustment No. 1 - Reclassification of Expense to Plant 

Did Staff make any adjustments to the Company’s test year Plant In Service? 

Yes. Staff reclassified $6,328 in plant erroneously classified as Purchased Pumping 

Power expense into the Electrical Pumping Equipment account. This adjustment is made 

up of $3,783 charged to the Bisbee Purchased Pumping Power account and $2,545 

charged to the Sierra Vista Purchased Pumping Power account and reclassified to the 

Bisbee Electrical Pumping Power account. This adjustment increased test year Plant In 

Service from $6,836,398 to $6,842,726 as shown on Schedule REL-5. 

Rate Base Adjustment No. 2 - Addition of Post-Test Year Plant 

Does Staff‘s recommended rate base include plant placed into service after the test 

year? 

Yes. Staff included $786,254 of plant in rate base that the Company placed into service 

after the end of the test year but no later than December 31, 2002 as shown on REL-5. 

Staff increased the Company’s pro forma post-test year plant additions by $188,711, from 

$597,543 to $786,254 to recognize revenue neutral plant placed in service by 

December 3 1,2002. 

Rate Base Adiustment No. 3 - Post-Test Year Retired Plant 

Did the Company make any adjustment for plant retired due to the 2002 post-test 

year plant placed in Service? 

No, the Company’s application did not reflect plant retired due to the plant that was 

replaced by the post-test year additions. Staff therefore removed $15,065 from Plant In 

Service as shown on Schedule REL-5 and from Accumulated Depreciation. 

Please summarize Staffs recommendations regarding Plant In Service. 

Staff recommends $7,613,915 for Plant In Service, a $179,974 increase from the 

Company’s proposed $7,433,941, as shown on Schedule REL-5 
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Rate Base Adjustment Nos. 4, 5 ,6  and 7 - Accumulated Depreciation 

Q. What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

A. The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 3 of 11 , of the 

filing, increased Accumulated Depreciation by $20,636 to reflect twelve months 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 3 1 , 2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 3 of 11, of the filing, increased Accumulated 

Depreciation by $6,993 and represents six months depreciation expenses on test year 

plant additions. 

Q. Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

A. No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 31, 2002, cut-off 

date. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant included in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 

Construction Work in Progress (“CWP”) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff increased 

Accumulated Depreciation by $128,966, from $3,099,049 to $3,228,015. This 

adjustment is made up of several components including a $7,458 (adjustment no. 4) 

reduction as a result of Staffs analysis. Staffs recommended increasing the pro forma 

adjustment for Accumulated Depreciation on test year plant by $169,679 (adjustment no. 

6) from $6,993 to $176,672, and it recommended decreasing the pro forma adjustment for 

Accumulated Depreciation on post-test year plant additions by $10,094 (adjustment no. 

5)  from $20,636 to $10,542. Additionally, Staff removed $23,161 (adjustment no. 7) in 

retired post-test year plant from Accumulated Depreciation in accordance with NARUC - 

USOA accounting procedures. 
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Q. 
A. 

Q. 
A. 

Q- 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Rate Base Adiustment No. 8 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $100,985 for working capital. Schedule B-5, page 1 of 2, of the 

filing shows that the proposed amount is composed of cash working capital, materials and 

supplies, required bank balances, and prepayments. 

Does Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $28,193 cash working capital 

component of the working capital allowance. 

Why does Staff disagree with the Company’s proposed cash working capital 

component of working capital? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 

What is the result of Staff‘s lead-lag analysis? 

Staffs lead-lag analysis indicates a negative $127,335 cash working capital component 

or a reduction of $155,528 below the Company’s $28,193 figure. In other words, 

ratepayers are providing working capital to the system. 

How else did Staff adjust Working Capital? 

Staff increased the Materials and Supply Inventory by $4,258 from $31,166 to $35,424 as 

a result of materials that were transferred from Transmission and Distribution Expense to 

Working Capital. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of negative $50,285 as shown on 

Crhprh 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Rate Base Adjustment No. 9 and 10 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test year 

additions? 

Yes. Staff accepted only revenue neutral plant that was in service by the December 31, 

2002, cut off date. Using the Company’s allocation factors, Staff decreased the Phoenix 

Office allocation by $170,650, which included $8,096 of post-test year retired plant and 

the Meter Shop allocation by $3,520. Staffs adjustment reduced the Phoenix Office and 

Meter shop allocations by $174,170, from $193,907 to $19,737. Staffs analysis is shown 

on Schedule REL-9. 

Operating Income - Bisbee 

Operating Income Summary 

What are Staffs recommended test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $1,256,603 as adjusted by Staff, expenses 

of $1,182,103, and an operating income of $74,500 as shown on Schedules REL-9. 

Staffs adjustments are discussed below. 

Operating Income Adiustment No. 1 - Revenue Annualization Adiustment 

How did the Company annualize revenue? 

The Company multiplied negative 6 (that represents the average growth in customers on 

the Bisbee system during the test year) by $3 11 (which is the Company’s determination 

of annual revenue per customer) that resulted in a revenue decline of $1,866. 

Did Staff make an adjustment to annual revenue in the Company’s calculation? 

Yes. Staff made a negative $347 adjustment to decrease the Company’s proposed 

annualization from a negative $1,866 to a negative $2,213. Staffs calculation of the 

adjustment is shown on Schedule REL-11. Staffs recalculation recognizes revenue from 
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Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 

A. 

27 

28 

all meter sizes and calculated the average annual revenue per customer to be $369 rather 

than the Company’s $3 11. 

Operating - Income Adjustment No. 2 - Purchased Pumping Power 

Did Staff adjust Purchased Pumping Power? 

Yes. Staff accepted the Company’s Purchased Pumping Power Expense with the 

exception of a repaired pump of $3,782 inadvertently allocated and posted to Bisbee’s 

Purchased Pumping Power expense. Staff reclassified the pump to Plant In Service, 

Electric Pumping Equipment, as shown on Schedule REL-13. 

Operating Income Adjustment No. 3 - Water Testing Expense 

What is Arizona Water’s proposed Water Testing Expense? 

Arizona Water’s proposed Water Testing Expense is $3,610 for the Bisbee system. 

Water Testing Expense is a component of the Company’s proposed $47,494 Water 

Treatment Expense shown on Schedule REL -13. 

Did Staff agree with the Company’s Water Testing Expense? 

No. Staff recommends this expense be based on Staffs water testing expense analysis of 

$3,257, which decreases annual operating expenses by $353. The adjustment is 

discussed in greater detail in the testimony of Staff witness Lyndon Hammon. 

Operating Income Adjustment No. 4 - Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes. Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them not to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to Bisbee 
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was decreased from the Company’s pro forma expense by $5,790, from $47,494 to 

$41,704 as shown on Schedule REL-14. Please refer to Mr. Hammon’s testimony. 

Operating Income Adjustment No. 5- Transmission and Distribution Expense 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What adjustment did Staff make to Transmission and Distribution Expense? 

Staffs reduced Transmission and Distribution Expenses by $4,258. The Company 

inadvertently posted $4,25 8 to Transmission and Distribution Expense that should have 

been posted to Materials and Supplies Inventory, as shown on Schedule REL-15. 

Operating Income Adiustment No. 6 and 7 - Expense Annualization Adjustment 

Did Staff recalculate annualized expenses? 

Yes. Staffs calculations are shown as adjustments nos. 6 and 7and are shown on 

Schedule REL-16. Staff recommends an expense annualization adjustment of a negative 

$1,121, an increase of $6. 

Onerating Income Adiustment No. 8 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No, even though charitable contributions bear no relationship to the provision of watei 

service. Therefore, Staff removed $1,704 from the Administrative and General accoun 

as shown on REiL- 17. 

Operating Income Adjustment No. 9 - Rate Case Expense 

What Rate Case Expense did Arizona Water propose for the Bisbee system? 

The Company proposed total Rate Case Expense of $29,850 for the Bisbee system. Rate 

Case Expense is a component of the Company’s proposed $235,785 Administrative and 

General Expense, shown on Schedule REL- 1 8. 
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Does Staff agree that the Company’s Rate Case Expense for the Bisbee system is 

reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 

What amount does Staff recommend allocating to the Bisbee system? 

Staff recommends allocating $20,968 to the Bisbee system. Staff recommends allocation 

use the Company-proposed allocation factor of 0.11 590 percent ($1 80,913 x 0.11 590 = 

$20,968). Staff recommends annual Rate Case Expense of $4,194 ($20,968 amortized 

over five years), a decrease of $5,756 from the Company’s requested of $9,950, as shown 

on Schedule REL- 18. 

Operating Income Adjustment No. 10 - Depreciation and Amortization Expense 

What did the Company propose for depreciation expense? 

The Company proposed $200,874 for depreciation expense. The Company’s proposal 

included two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 11 of 36 of the filing, increased depreciation expense by 

$6,993 to provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 12 of 36 of the filing, increased depreciation expense by $20,636 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 3 1 , 2002. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable to 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to remove 

plant that was not in service by Staffs cut-off date, December 3 1, 2002, or was not 
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revenue neutral. The difference between Staff plant recommendation and the Company’s 

causes a corresponding difference in depreciation expense. In addition, the Company 

calculated its depreciation expense using dated component depreciation rates that it later 

corrected. Staff reviewed and accepted the new depreciation rates which were used in 

calculating rates. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please summarize Staff’s recommendations for depreciation expense. 

Staff recommended $205,252 for depreciation expense, a $4,378 increase over the 

Company’s proposed $200,874. Staffs calculation includes the amortization of CIAC at 

the weighted proposed depreciation rates. Staffs recommendation is shown on Schedule 

REL-19. 

What are the components of Bisbee’s proposed depreciation expense? 

The Company’s proposed depreciation expense is composed of $173,245 recorded in the 

test year, a $6,993 pro forma adjustment to recognize an additional half-year of 

depreciation on test year plant additions, and $20,636 pro forma adjustment to recognize 

twelve months of depreciation on post-test year plant additions for a total of $200,874. 

Why is Staff’s recommended depreciation expense different than the Company’s 

proposed amount? 

Staffs recommended depreciation expense is different for two reasons. First, the 

Company’s calculated depreciation expense used a dated component depreciation 

schedule which it later changed during the course of Staffs analysis. Staff recommends 

adopting the individual component account rates identified in the Company’s late-filed 

depreciation study which was reviewed and accepted by Staff who used it to calculate 

Staffs depreciation expense. Second, Staff calculated depreciation expense on its 

recommended plant, which reflects adjustments previously discussed. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Operating Income Adiustment No. 11- Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $106,595. 

Does Staff agree with the Company’s amount? 

No. The Department of Revenue Property Valuation and Equalization Section developed 

a new method to calculate property taxes. Staff adopted this new method of calculating 

property taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $99,661, a decrease of $6,934 from the 

Company’s proposal of $106,595, as shown on Schedule FEL-20. 

Operating Income Adjustment Nos.12 and 13 - Income Taxes 

What income tax expense did Arizona Water propose? 

The Company proposed $845 in federal taxes and a negative $1,297 in state income tax 

for a combined federal and state income tax of a negative $452. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and Staff recommended taxable income is different fi-om 

the Company’s. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedules REL-21, Staff recommends a negative federal income tax of 

$7,681 and a negative state income tax of $1,692 for a combined negative income tax of 

$9,373. 
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What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $105,108 and 

state income tax of $23,154 for a combined income tax of $128,262. 

Rate Design - Bisbee 

Rate Design 

a g  the present, Company-proposed, and Did Staff prepare a schedule summarl, 

Staffs recommended rates and charges? 

Yes. Schedule REL-22 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company's proposed rate design. 

Customer class is distinguished by meter, size. The monthly minimum charges vary b! 

meter size and include no gallons and one commodity rate applies to all use. 

Please summarize Staffs rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary 

meter size and include no gallons. The commodity rates are based on an inverted tier rat 

design that includes three tiers with the first break-point at 3,000 gallons and the secon 

break-point at over 50,000 gallons. The three-tier rate structure applies to all metere 

customers. 
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REVENUE REQUIREMENT 

PI 
STAFF 

ORIGINAL - COST 

[AI 
COMPANY 
OR1 G I NAL 

COST 
LINE 
- NO. DESCRIPTION 

$ 3,425,681 $ 3,700,113 1 Adjusted Rate Base 

2 Adjusted Operating Income (Loss) 

3 

4 Required Rate of Return 

5 

6 

7 Gross Revenue Conversion Factor 

8 

9 Adjusted Test Year Revenue 

10 Proposed Annual Revenue (L8 + L9) Note A 

Current Rate of Return (L2 I L1) 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Increase In Gross Revenue (L7 * L6) 

$ 74,500 $ 31,709 

2.17% 0.86% 

8.5660% 1 I .0000% 

$ 293,444 $ 407,012 

$ 218,944 $ 375,303 

1.631 95 1.63241 

$ 357,306 $ 612,649 

$ 1,256,603 $ 1,256,950 

$ 1,613,909 $ 1,869,599 

11 Require Increase in Revenue (%) 28.43% 48.74% (L8/L9) 

I 
I 
I 
I 
1 



Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Line 
No. 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective Income Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate After Income Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 1 minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate After Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-1 ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of lncome Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax @ 34% 
37 Combined Federal and State Income Tax 

Calculation of Merest Svnchronizafion: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

Schedule REL- : 

1 .oooooo 
38.59888% 

0.12477% 
38.72365% 

1.631951 

100.00000% 
6.96800% 

93.03200% 
34.00000% 
31.63088% 
38.59888% 

0.20320% 

61.40112% 
38.59888% 

0.12477% 

0.203200% 
$ 726 

726 
$ 356,580 

38.59888% 
137,636 

$ 293,444 
74,500 

218,944 

$ 357,306 

Test Year 

$ 1,191,477 

STAFF 
Recommended 
$ 1,613,909 
$ 1,192,203 
$ 89,410 
$ 332,296 

6.968% 6.968% 
$ 11.692) $ 23.154 . .  , 

$ (22,592) $ 309,142 
$ (7,681) $ 105,108 
$ (9,373) $ 128,263 

137,636 $ 

2.610% 
$ 89,410 



a 
Schedule REL-3 Arizona Water Company - Bisbee 

Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

RATE BASE - ORIGINAL COST 

I (B) (C) 
STAFF 

(A) 
COMPANY 

AS STAFF AS 
FILED ADJUSTMENTS ADJUSTED 

179,974 $ 7,613,913 $ 7,433,939 
I LINE 

- NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service I (3,099,049) (1 28,966) (3,228,015) 

$ 4,334,890 $ 51,008 $ 4,385,898 

LESS: 

I 4 Advances in Aid of Construction (AIAC) (1 90,083) (190,083) 

5 Contributions in Aid of Construction (CIAC) $ (372,133) $ $ (372,133) 
6 Less: Accumulated Amortization 55,613 55,613 
7 Net CIAC (316,520) (316,520) 

(506,603) 8 Total Advances and Contributions (506,603) 

9 Customer Deposits 

10 Meter Advances 

(423,066) (423,066) 11 Deferred Income Tax Credits 

ADD: 1 
12 Working Capital 

13 Phoenix Office Allocation 

100,985 (1 51,270) (50,285) 

19,301 189,951 

3,956 

(1 70,650) 

436 14 Meter Shop Allocation 

15 

16 

17 

3,425,681 $ 18 Total Rate Base $ (274,432) $ 3,700,113 
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e 
COMPANY STAFF 

I 

STAFF 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

DESCRIPTION E 
1 
2 
3 

AS FILED ADJUSTMENTS AS ADJUSTED 

Schedule REL-5 

RATE BASE ADJUSTMENT NOS. I, 2 and 3 - PLANT IN SERVICE 

Actual Test Year Plant 
Post-Test Year Plant 
Post-Test Year Retired Plant 
Adjusted Test Year Plant 

S 6.836.398 $ 6,328 $ 6,842,726 
7 . I  
$ 597,543 $ 188,711 $ 786,254 
$ - $  (15,065) $ (15,065) 
$ 7,433,941 $ 179,974 $ 7,613,915 

1 



Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-6 

RATE BASE ADJUSTMENT NOS. 4,5,6 AND 7 -ACCUMULATED DEPRECIATION 

[AI PI [Cl 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Accumulated Depreciation, Actual $ (3,071,420) $ 7,458 $ (3,063,962) 
2 Accumulated Depreciation, Post-Test Year Plant $ (20,636) $ 10,094 $ (10,542) 
3 Accumulated Depreciation, Test Year Plant $ (6,993) $ (169,679) $ (176,672) 
3 Accumulated Depreciation, Retired Plant $ - $  23,161 $ 23,161 

$(3,099,049) $ (128,966) $ (3,228,015) 
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Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 7 

OPERATING INCOME ADJUSTMENT NO. 8 - CASH WORKING CAPITAL 

STAFF AS I 
ADJUSTED I 

1155.528) $ (127,335) 
31,166 4,258 35,424 
26,465 26,465 
15,161 15,161 

2 Materials and Supplies Inventory 
3 Required Bank Balances 
4 Prepayments and special Deposits 5 Total $ 100,985 (151,270) $ (50,285) 

. 



I 
I 
I 
1 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 

LINE COMPANY STAFF 
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STAFF 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

NO. 

Schedule REL-8 

DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NOS. 9 and 10 - PLANT IN SERVICE 

189,951 $ (162,554) $ 27,397 
436 

(8,096) 

$ 
$ 

1 Phoenix Office Allocation 
3,956 $ (3,520) $ 2 Meter Shop Allocations 3 Phoenix Office Allocation - Retirements $ - $  (8,096) $ 

4 $ - $  - $  
$ 193,907 $ (174,170) $ 19,737 

Meter Shop Allocation - Retirements 
Adjusted Test Year Plant 

z 
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Schedule REL-9 
Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 
[El [Dl 

STAFF 
PROPOSED 
CHANGES 

[AI 

COMPANY 
TEST YEAR 

AS FILED 

[CI 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

[BI 

STAFF 
TEST YEAR 

ADJUSTMENTS 

STAFF 
RECOMMENDED LINE 

- NO. DESCRIPTION 

$1,256,603 $ 1,613,909 REVENUES: 
1 Total Operating Revenues 

EXPENSES: 
Source of Supply Expenses: 

$ 357,306 $ (347) $ 1,256,950 

$ 
2.275 

177,665 
401 

43,218 
41,351 - 

209,562 
168,471 

987 

$ 
2,275 

177,665 
401 

43,218 
41.351 

209,562 
168,471 

987 
228,325 
872,255 
195,242 
99.661 

Purchased Water 
Other 

Pumping Expenses: 
Purchased Power 
Purchased Gas 
Other 

Water Treatment Expenses 
Transmission and Distribution Expenses 
Customer Account Expenses 
Sales Expenses 
Administrative and General Expenses 

Total Operation and Maintenance 
Depreciation and Amortization 
Ad Valorem (Property) 

Taxes: 
Federal & State Income Tax 
Other 

Total Operating Expenses 

Operating Income (Loss) 

$ 
2,275 

181,448 
401 

43,218 
47,494 

213,823 
168,474 

987 
235,785 

$ 893,905 
200,874 
106,595 

2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 

15 
16 
17 

18 

229,051 
872.981 

726 
726 

(7,460) 
(21,650) 

195,242 
99,661 

128.263 (9,373) 137,636 

$ 138.362 

$ 218,944 

(452) 24,319 
$ 1,320,465 

24.319 
$1,182,103 

24,319 
$ 1,225,241 

$ 293,444 $ 74,500 $ 31,709 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 11 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALIZATION 

STAFF AS 
ADJUSTED 

1 Avg No. of Additional Cust. Served During TY $ 
2 Avg Annual Bill Per Customer for TY 31 1 369 

3 Avg Annual Revenue for Additional Customers $ (1,866) $ (347) $ (2,213) 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

I 
I 
I 

STAFF 
AS ADJUSTED 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-12 

1 Purchased Pumping Power $ 181,448 $ (3,783) $ 177,665 
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LINE COMPANY STAFF 
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STAFF 

I 
I 

NO. 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-13 

DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

OPERATING INCOME ADJUSTMENT NO. 3 -WATER TESTING EXPENSE 

1 Annual Water Testing Expense $ 3,610 $ (353) $ 3,257 

4 
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NO./DESCRIPTION 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

AS FILED I ADJUSTMENT I ADJUSTED 

Schedule REL- 14 

OPERATING INCOME ADJUSTMENT NO. 4 -WATER TREATMENT EXPENSE 

(A) (B) (C) 
LINE I COMPANY I STAFF I STAFF AS I 

. 



Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-15 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

OPERATING INCOME ADJUSTMENT NO. 5 - TRANSMISSION AND DISTRIBUTION EXPENSE 

STAFF 
AS ADJUSTED 

1 Transmission and Distribution Expense !$ 213,823 !$ (4,258) !$ 209,565 
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NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED (4) 



Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-17 

OPERATING INCOME ADJUSTMENT NO. 8 - CHARITABLE CONTRIBUTIONS 

PI PI [Cl 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Charitable Contributions, Gifts, Awards, Etc. $ 1,704 $ (1,704) $ 
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STAFF LINE COMPANY 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 

Schedule REL- 18 

NO. 

OPERATING INCOME ADJUSTMENT NO. 9 - RATE CASE EXPENSE 

DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

4 Number of Years Amortized 
5 Annual Rate Case Expense 

- $ 9,950 $ (5,756) $ 4,194 
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Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-19 

OPERATING INCOME ADJUSTMENT NO. 10 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

COMPANY STAFF STAFF 
LINE NO. DESCRIPTION As FILED ADJUSTMENT As ADJUSTED 

1 Depreciation Expense $ 200,874 $ 4,378 $ 205,252 

$ 200,874 $ (5,632) $ 195,242 

2 ClAC Amortization (1 0,010) (1 0,010) 



Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 20 

OPERATING INCOME 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

.DJUSTMENT 0. -PROPERT' T [EXPENSE 

2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) 
Three Year Average Calculation 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Multiplier 
Revenue Base Value (Line 7 x Line 8) 
Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessed Value (Line 12 x Line 13) 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

.. 
5 

$ 1,414,494 
2 

$ 2.828.987 

$ 38,859 
$ 2,790,128 

0.25 
$ 697.532 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 
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STAFF COMPANY -INE 

Arizona Water Company - Bisbee 
Docket No. W -01 445A-02-0619 
Test Year Ended December 31,2001 

STAFF AS 

Schedule REL- 21 

AS FILED 

OPERATING INCOME ADJUSTMENT NOS 12 and 13 - INCOME TAX EXPENSE 

ADJUSTMENT ADJUSTED 

2 State Income Taxes 
3 Total Income Taxes 
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Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Monthly Usage Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

I O "  Meter 

Schedule REL-22 
Page 1 of 2 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1 " Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

RATE DESIGN 

$ 13.47 $ 20.11 $ 15.87 
$ 24.86 $ 43.64 $ 41.50 
$ 62.15 $ 126.89 $ 133.27 
$ 155.37 $ 266.86 $ 267.25 
$ 207.16 $ 406.02 $ 449.50 
$ 362.53 $ 773.43 $ 662.53 
$ 362.53 $1,075.08 $ 891.27 
$ 673.27 $ 1,759.42 $ 1,200.36 

I O "  Meter 
Fire Hydrants Used For Construction Water 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 

0 
0 

1,000 0 
1,000 0 

Commodity Rates : 
Per 1,000 Gallons (In Excess of Minimum) 
Per 1,000 Gallons for 0 to 3,000 Gallons $ 2.4860 $ 3. 
Per 1,000 Gallons for 3,001 to 50,000 Gallons $ 2.4860 $ 3. 
Per 1,000 Gallons for Gallons in Excess of 50,000 $ 2.4860 $ 3. 

$ 2.4860 NIA NIA 
600 $ 2.3696 
600 $ 2.9620 
600 $ 3.5544 

Service Line and Meter Installation Charge: - 
(a) (a) (a) 

1 " Meter (a) (a) (a) 
2" Meter (b) (b) (b) 
3" Meter (b) (b) (b) 
4" Meter (b) (b) (b) 
6" Meter (b) (b) (b) 

518" x 314" Meter 

(a) No charge for 518" and 1" if on existing pipelines. Full cost for 518" and 1" if 

(b) Full cost for 2"and larger if on existing or new pipelines. 
if on new pipelines. 



I 
Present 
Rates 

Arizona Water Company - Bisbee 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

---Proposed Rates- 
Company I Staff 

Schedule REL-22 
Page 2 of 2 

RATE DESIGN 
CONTINUED 

Service Charges: 
Establishment 
Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test 
Late Charge 

(c) Per Commission Rule A.A.C. R14-2-403B 
(d) Eight (8) times the customer's monthly minimum charge, 

NIA No current tariff. 
or payment of the minimums since disconnection, whichever is less. 

(e) 1.5 percent after 15 days 
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Direct Testimony of Ronald E. Ludders 
Docket No. W-01445A-02-0619 
Miami System 
Page 48 

MIAMI SYSTEM 

Summary of Proposed Revenue - Miami 

Q. 

A. 

Q. 
A. 

Q* 
A. 

Did Staff prepare a schedule representative of the Company’s proposed increase 

and Staff‘s recommended revenue requirement? 

Yes, please refer to schedule REL-1. The Company proposes total annual operating 

revenue of $2,179,657 which represents an increase of $722,718, or 49.61 percent, over 

the Company adjusted test year revenue of $1,456,939. 

Staffs recommended total annual operating revenue for the Miami system is $1,641,342. 

Staffs recommendation represents an increase of $184,620, or 12.67 percent, over Staffs 

adjusted test year revenue of $1,456,722. 

Rate Base - Miami 

Original Cost Rate Base 

Did Staff prepare an Original Cost Rate Base Schedule? 

As shown on Schedule REL-3, Staff recommends a rate base of $2,740,612. Staffs 

recommended rate base is a decrease of $1,829,584 from the Company’s proposal of 

$4,570,196. Staffs rate base adjustments are described below. 

Rate Base Adjustment No. 1 - Plant In Service 

What adjustment to actual test year plant did Staff propose for the Miami system? 

Staff increased actual Plant In Service by $1,130, from $6,336,685 to $6,337,815. Staff 

increased Electrical Pumping Equipment by $1,123 as result of the Company 

inadvertently posting it to Purchased Pumping Power. Additionally, Staff increased plant 

by $7 as a result of rounding due to its analysis, as shown on Schedule REL-5. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Rate Base Adiustment No. 2 - Post-Test Year Plant In Service 

Does Staffs recommended rate base include plant placed into service after the test 

year? 

Yes. Staff included $476,144 of plant in rate base that the Company placed into service 

after the end of the test year but no later than December 31, 2002, a reduction of $24,837 

from the Company’s figure of $500,981 as shown on Schedule REL-5. 

Why did Staff exclude $24,837 of the Company’s post-test year plant additions from 

its recommended rate base? 

Staff excluded $24,837 from the Company’s post-test year plant additions in order to 

exclude all plant that was not in service by December 31, 2002 or was not revenue 

neutral. 

Rate Base Adjustment No. 3 - Post-Test Year Plant Retirements 

Did the Company make any adjustment for plant retired due to the 2002 post-test 

year plant additions? 

No, the Company’s application did not reflect plant retired due to the replaced plant by 

the post-test year additions. Staff therefore removed $43,151 from Plant In Service, as 

shown on Schedule REL-5 and from Accumulated Depreciation as shown on REL-6. 

Please summarize Staffs recommendation regarding Plant In Service. 

Staff recommended $6,770,808 for Plant In Service, a $66,858 decrease from the 

Company’s proposed $6,837,666. The calculation of Staffs recommendation is shown 

on Schedule REL-5. 
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Rate Base Adiustment Nos. 4, 5 , 6  and 7 - Accumulated Depreciation 

3 

4 

5 

6 
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211 Q. What pro forma adjustments did the Company propose for Accumulated 

Depreciation? 

A. The Company proposed two pro forma adjustments for Accumulated Depreciation. The 

Company’s pro forma adjustment no. 2, as shown on Schedule B-2, page 5 of 11 of the 

filing, increased Accumulated Depreciation by $13,95 1 to reflect twelve months of 

depreciation expense on the Company’s proposed post-test year plant additions that were 

expected to be completed by December 3 1,2002. The Company’s pro forma adjustment 

no. 3, as shown on Schedule B-2, page 5 of 11, of the filing, increased Accumulated 

Depreciation by $32,152 and represents six months of depreciation expenses on test year 

plant additions. 

Q. Does the Company’s pro forma adjustments to Accumulated Depreciation provide 

proper matching with the Company’s pro forma adjustment to include all plant to 

be in service by December 31,2002? 

A. No. Proper matching of Plant In Service and Accumulated Depreciation requires 

recognition of depreciation expense accumulated to the cut-off date for all plant that is in 

service. The Company’s pro forma adjustment no. 2 reflects 12 months of depreciation 

expense but only for the post-test year plant. Using the mid-year convention, this 

adjustment should represent six months depreciation expense only. Pro forma adjustment 

no. 3 increased accumulated depreciation by only six months for plant placed in service 

during the test year and remaining in service through the December 31, 2002, cut-off 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

What is the consequence of the Company’s proposal that fails to match Plant In 

Service and Accumulated Depreciation cut-off dates? 

The Company’s proposal violates the matching principle. It overstates rate base and 

allows the Company to earn on investment it has already recovered from ratepayers via 

depreciation expense. 

How did Staff calculate its recommended Accumulated Depreciation balance? 

To provide a proper matching of Plant In Service with Accumulated Depreciation, Staff 

used the same cut-off date, December 31, 2002, for calculating Accumulated 

Depreciation as it used for recognizing post-test year plant additions. Staff calculated the 

accumulation of depreciation expense on all plant included in rate base using the half- 

year convention adopted by the Company. The depreciation accruals are calculated on 

plant balances that are known and measurable, have been transferred out of the 

Construction Work in Progress (“CWIP”) accounts to the appropriate plant accounts, and 

have been sufficiently examined. 

What adjustment is Staff recommending for Accumulated Depreciation? 

Calculation of Staffs recommendation is shown on Schedule REL-6. Staff increased 

Accumulated Depreciation by $31,176, from $1,713,977 to $1,745,153. This adjustment 

is made up of several components including a $31,501 (adjustment no. 4) reduction as a 

result of Staffs analysis. Staff recommended increasing the pro forma adjustment for 

Accumulated Depreciation on test year plant by $121,479 (adjustment no. 6) from 

$32,152 to $153,631, and it recommended decreasing the pro forma adjustment for 

Accumulated Depreciation on post-test year plant additions by $7,418 (adjustment no. 5) 

fiom $13,951 to $6,533. Additionally, Staff removed $51,384 (adjustment no. 7) in 

retired post-test year plant from Accumulated Depreciation in accordance with NARUC, 

USOA accounting procedures. 

? 
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Q. 
A. 

Q. 
A. 

Rate Base Adjustment No. 10 - Cash Working Capital Allowance 

What did the Company propose for its working capital allowance? 

The Company proposed $81,767 for a working capital allowance for the Miami system. 

Schedule B-5, page 1, of the filing shows that the proposed amount is composed of cash 

working capital, materials and supplies, required bank balances, and prepayments. 

Did Staff agree with the Company calculation? 

No. Staff does not agree with the Company’s proposed $30,159 cash working capital 

component of the working capital allowance. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Why does Staff disagree with the Company’s proposed cash working capital 

component of working capital? 

The Company’s proposed cash working capital is based on a lead-lag analysis that 

contains several conceptual and methodological errors. 

What is the result of Staffs lead-lag analysis? 

Staffs lead-lag analysis indicates a negative $1 80,529 cash working capital component 

or a reduction of $210,688 below the Company’s $30,159 figure. In other words, 

ratepayers are providing working capital to the system. 

How else did Staff adjust Working Capital? 

Staff increased the Materials and Supply Inventory by $6,259, from $9,277 to $15,536. 

Staffs $6,259 adjustment included $3,787 reclassified from Miami’s Transmission and 

Distribution Expense, $1,236 from Miami’s Water Treatment Expense and $1,236 from 

the Superior system’s Water Treatment Expense. 

What Working Capital allowance is Staff recommending? 

Staff recommends a working capital allowance of negative $122,662, as shown on 

Schedule REL-8. 

Rate Base Adiustment No. 11 and 12 - Allocated Post-Test Year Additions 

Did Staff adjust the Company’s Phoenix Office and Meter Shop post-test year 

additions? 

Using the Company’s allocation factors, Staff decreased the Phoenix Office allocation by 

$177,121 , which included $8,233 of post-test year retired plant. Additionally, Staff 

reduced the Meter Shop allocation by $3,580. Staffs adjustments reduced the Phoenix 

Office and Meter Shop allocations by $177,121, from $197,194 to $20,073, as shown on 

Schedule REL-9. 
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Operating Income Summary 

What is Staff‘s recommended test year revenue, expenses, and operating income? 

Staffs analysis resulted in test year revenue of $1,456,722, expenses of $1,335,089 and 

an operating income of $121,633 as shown on Schedule E L - 1 0 .  Staffs adjustments are 

discussed below. 

Operating Income Adiustment No. 1 - Revenue Annualization Adjustment 

How did the Company annualize revenue? 

The Company multiplied a negative two customers (that represents the average growth in 

customers on the Miami system during the test year) by $371 (which is the Company’s 

determination of annual revenue per customer) that resulted in a revenue decline of $742. 

Did Staff make an adjustment to annual revenue in the Company’s calculation? 

Yes. Staff made a negative $217 adjustment to increase the Company’s proposed 

annualization from $742 to $959. Staffs calculation of the adjustment is shown on 

Schedule REL-12. Staffs recalculation recognizes revenue from all meter sizes to 

properly match to the total expenses used by the Company to record the pro forma 

expenses due to the annualization of customers. Staffs average annual revenue per 

customer is $480 rather than the Company’s $371. 

Operating Income Adjustment No. 2 - Purchased Pumping Power 

Did Staff adjust Purchased Pumping Power? 
Yes. Staff accepted the Company’s Purchased Pumping Power with the exception of a 

repaired pump inadvertently allocated and posted to Miami’s Purchased Pumping Power 

expense. The $1,123 Purchased Pumping Power expense was reclassified and transferred 

to Miami’s Plant In Service, Electrical Pumping Equipment. 



I 
I 
I 
1 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

25 

28 

Direct Testimony of Ronald E. Ludders 
Docket No. W-O1445A-02-0619 
Miami System 
Page 55 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Additionally, as a result of the Miami systems settlement with the Pinal Creek Group, it 

is Staffs opinion that Purchased Pumping Power should be reduced by $39,000 per year. 

Additional details of this adjustment may be bound in Mr. Hammon’s testimony. 

Staffs reduced Purchased Pumping Power by $40,123, from 151,322 to 11 1,199. 

Operating Income Adiustment No. 4 and 5 - Water Treatment Expense 

Has Staff reviewed the Company’s pro forma Chlorination Labor and Wages 

Expense? 

Yes. Staff reviewed the Company’s pro forma Chlorination Labor and Wages Expenses 

and found them not to be “known and measurable.” Because of the uncertainties of the 

Company estimates, Staff used actual 2002 expenses. The amount applicable to Miami 

was decreased from the Company’s pro forma adjustment by $53,646, which included 

$1,236 of reclassified equipment charged to this account that properly belongs in the 

Material and Supplies Inventory account. This adjustment reduced the Water Treatment 

Expense, from $95,544 to $41,898, as shown on Schedule REL-14. 

Operating Income Adiustment No. 4 -Water Testing Expense 

What is Arizona Water’s proposed Water Testing Expense? 

Arizona Water’s proposed Water Testing Expense for the Miami system is $13,894. 

Water Testing Expense is a component of the Company’s proposed $95,544 Water 

Treatment Expense shown on Schedule REL- 15. 

Does Staff agree with the Company’s Water Testing Expense? 

No. Staff recommends this expense be based on Staffs water testing expense analysis of 

$4,548, which decreases the annual operating expenses by $9,346. The adjustment is 

discussed in greater detail in the testimony of Staff witness, Lyndon Hammon. 
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Operating Income Adjustment No. 7 and 9 - Expense Annualization Adiustment 

Did Staff recalculate annualized expenses? 

Yes. Staffs calculations are shown as adjustments nos. 6 and 8 and are shown on 

Schedule REL-17. Staff recommends an expense annualization adjustment of a negative 

$469, an increase in expenses of $2 compared to the Company’s negative adjustment of 

$467. 

Operating Income Adiustment No. 7 - Transmission and Distribution Expense 

What adjustment did Staff make to Transmission and Distribution Expense? 

Staff decreased Transmission and Distribution Expenses downward by $3,787. The 

Company inadvertently posted $3,787 to Transmission and Distribution Expense that 

should have been posted to Materials and Supplies Inventory. This adjustment reduced 

Transmission and Distribution Expense from $263,028 to $259,241, as shown on 

Schedule REL- 17. 

Operating Income Adiustment No. 10 - Rate Case Expense 

What Rate Case Expense did Arizona Water propose for the Miami system? 

The Company proposed total Rate Case Expense of 30,365 for the Miami system. Rate 

Case Expense is a component of the Company’s proposed $246,728 Administrative and 

General Expense, shown on Schedule REL-18. 

Do you agree that the Company’s Rate Case Expense for the Miami system is 

reasonable? 

No. Staff does not agree that the Company’s proposed Rate Case Expense amount is 

reasonable. 
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What amount does Staff recommend allocating to the Miami system? 

Staff recommends allocating $21,330 to the Miami system. Staffs recommended 

allocation uses the Company-proposed allocation factor of 0.1 1790 percent ($1 80,913 x 

0.11790 = $21,330 rounded). Staff recommends annual Rate Case Expense of $4,266 

($21,330 amortized over five years), a decrease of $5,856 from the Company’s request 

$10,122, as shown on Schedule REL-18. 

OperatinP Income Adiustment No. 11 - Charitable Contributions Expense 

Did the Company remove charitable contributions from its test year expenses? 

No. Charitable contributions bear no relationship to the provision of water service. 

Therefore, Staff removed $1,733 from the Administrative and General account as shown 

on REL-19. 

Operating Income Adjustment Nos. 12 - Depreciation and Amortization Expense 

What did the Company propose for depreciation expense? 

The Company proposed $204,884 for depreciation expense. The Company’s proposal 

includes two pro forma adjustments. The Company’s pro forma adjustment no. 17, as 

shown on Schedule C-2, page 19 of 36 of the filing, increased depreciation expense by 

$32,152 to provide an additional six months of depreciation expense on test year plant 

additions. The Company’s pro forma adjustment no. 18, also shown on Schedule C-2, 

page 20 of 36 of the filing, increased depreciation expense by $13,951 to provide twelve 

months of depreciation expense on the Company’s proposed post-test year plant additions 

that were projected to be completed by December 3 1 , 2002. 

Does Staff agree with the Company’s proposed depreciation expense? 

No. Depreciation expense should reflect application of the depreciation rate applicable tc 

the authorized balance for each plant account. Previously, Staff recommended 

disallowing a portion of the Company’s proposed post-test year plant additions to removc 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

plant that was not in service by Staffs cut-off date, December 31, 2002, or was not 

revenue neutral. The difference between the Staff plant recommendation and the 

Company’s causes a corresponding difference in depreciation expense. In addition, the 

Company calculated its depreciation expense using incorrect component depreciation 

rates that it later corrected. Staff reviewed and accepted the new rates and Staff used the 

new rates in calculating rates. 

What are the components of Miami’s proposed depreciation expense? 

The Company’s proposed depreciation expense is composed of $158,782 recorded in the 

test year, a $32,152 pro forma adjustment to recognize an additional half-year of 

depreciation on test year plant additions, and a $13,951 pro forma adjustment to 

recognize twelve months of depreciation on post-test year plant additions for a total of 

$204,884. 

Why is Staffs recommended depreciation expense different than the Company’s 

proposed amount? 

Staffs recommended depreciation expense is different for two reasons. First, the 

Company’s calculated depreciation expense used a dated component depreciation 

schedule which it later changed during the course of Staffs analysis. Staff recommends 

adopting the individual component account rates identified in the Company’s late-filed 

depreciation study which was reviewed and accepted by Staff who used it to calculate the 

Staffs depreciation expense. Second, Staff calculated depreciation expense on its 

recommended plant, which reflects adjustments previously discussed. 

Please summarize Staffs recommendations for depreciation expense. 

Staff recommends $139,114 for depreciation expense, a $65,770 decrease fkom the 

Company’s proposed $204,884. Staffs calculation includes the amortization of CIAC at 
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the weighted proposed depreciation rates. Staff recommendation is shown on Schedules 

REL-20 and REL-21. 

Does the Miami Depreciation and Amortization expense reflect the amortization of 

the Pinal Creek Group settlement? 

Yes. Staff reduced the Depreciation and Amortization expense by $50,000 to reflect the 

amortization of the Company’s Pinal Creek Group settlement, as shown on Schedule 

REL-20. 

Operating Income Adjustment No. 12 - Property Taxes 

What is Arizona Water proposing for property tax expense? 

The Company is proposing property tax expense of $121,044. 

Do you agree with the Company’s amount? 

No. Staff adopted the Department of Revenue’s new method of calculating property 

taxes. 

What amount of property tax expense does Staff recommend? 

Staff recommends property tax expense of $119,636, a decrease of $1,408 compared tc 

the Company’s proposal, as shown on Schedule REL-22. 

Operating Income Adjustment No.8 - Income Taxes 

What income tax expense did Arizona Water propose for the Miami system? 

The Company proposed negative $8,496 in federal income taxes and a negative $4,612 i 

state income taxes for a combined income tax of $13,108 
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Q. 
A. 

Q. 
A. 

v. 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Does Staff agree with the Company’s amount? 

No. Staff does not agree with the Company’s calculation because income tax expense is 

a function of taxable income, and its recommended taxable income is different from the 

Company’s. 

What amount is Staff recommending for test year income tax expense? 

As shown on Schedule REL-23, Staff recommends federal income tax of $87,441 and 

state income tax of $19,263, for a combined income tax of $106,704. 

What amount of income tax expense has Staff calculated for its recommended 

revenue? 

As shown on Schedules REL-2, Staff recommends federal income tax of $145,719 and 

state income tax of $32,101 for a combined income tax of $177,820. 

Rate Design - Miami 

Rate Design 

Did Staff prepare a schedule summarizing the present, Company-proposed, and its 

recommended rates and charges? 

Yes. Schedule REL-24 provides a summary of the present rates, Company-proposed 

rates, and Staffs recommended rates. 

Please summarize the present rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include 1,000 gallons and one commodity rate applies to all use. 

Please summarize the Company’s proposed rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons and one commodity rate applies to all use. 

i 
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Q. 

A. 

Please summarize Staffs rate design. 

Customer class is distinguished by meter size. The monthly minimum charges vary by 

meter size and include no gallons. The commodity rates are based on an inverted tier rate 

design that includes three tiers with the first break-point at 3,000 gallons and the second 

break-point at 50,000 gallons. The three-tier rate structure applies to all metered 

customers. 
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REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

DESCRlPTl ON 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 I L1) 

Required Rate of Return 

Required Operating Income (L4 L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Increase In Gross Revenue (L7 L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) Note A 

Require Increase in Revenue (%) (L8/L9) 

[AI 
COMPANY 
ORIGINAL 

COST 

$ 4,570,196 

$ 59,991 

1.31% 

11 .OOOO% 

$ 502,722 

$ 442,731 

1.63241 

$ 722,718 

$ 1,456,939 

$ 2,179,657 

49.61 % 

Schedule REL-1 

PI 
STAFF 

ORlG I NAL - COST 

$ 2,740,612 

$ 121,633 

4.44% 

8.5660% 

$ 234,761 

$ 113,128 

1.63195 

$ 184,620 

$ 1,456,722 

$ 1,641,342 

12.67% 
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GROSS REVENUE CONVERSION FACTOR 
Line 
No. - 

Calculation of Gross Revenue Conversion Factor: 
1 Recommended Revenue Increase: 
2 Billings 
3 Combined Federal and State Income Tax Rate 
4 Uncollectible Rate After Income Taxes 
5 Total Tax Rate 
6 Gross Revenue Conversion Factor 

Calculation of Effective Income Tax Rate: 
7 Operating Income Before Taxes (Arizona Taxable Income) 
8 Arizona State Income Tax Rate 
9 Federal Taxable Income (L5 - L6) 

10 Applicable Federal Income Tax Rate (Line 32) 
11 Effective Federal Income Tax Rate (L7 x L8) 
12 Combined Federal and State Income Tax Rate (L6 +L9) 

Calculation of Uncollectible Rate Affer lncome Taxes: 
13 Uncollectible Rate 
14 Combined Federal and State Income Tax Rate 
15 I minus Combined Federal and State Income Tax Rate 
16 Uncollectible Rate Afler Income Taxes 

Revenue Reconciliation: 
17 Recommended Increase in Revenue (from REL-1, L8) 
18 Uncollectible Rate 
19 Required Increase in Revenue to Provide for Uncollectibles 

20 Recommended Increase in Revenue (from REL-I ,L8) 
21 Required Increase in Revenue to Provide for Uncollectibles 
22 Incremental Taxable Income 
23 Combined Federal and State Income Tax Rate 
24 Required Increase in Revenue to Provide for Income Taxes 

25 Required Operating Income 
26 Adjusted Test Year Operating Income (Loss) 
27 Required Increase in Operating Income 

28 Total Required Increase In Revenue 

Calculation of Income Tax: 
29 Revenue 
30 Less: Operating Expenses Excluding Income Taxes 
31 Less: Synchronized Interest 
32 Arizona Taxable Income 
33 Arizona State Income Tax Rate 
34 Arizona Income Tax 
35 Federal Taxable Income 
36 Federal Income Tax @ 34% 
37 Combined Federal and State Income Tax 

Calculation of lnterest Svnchronization: 
38 Rate Base 
39 Weighted Average Cost of Debt 
40 Synchronized Interest 

Schedule REL- 2 

1 .oooooo 
38.59888% 
0.12477% 

100.00000% 

93.03200% 
34.00000% 

6.96800% 

31 .63oaa% 
3 a . 5 9 8 8 ~  

0.20320% 
38.59888% 

61.401 12% 
0.12477% 

0.203200% 
$ 375 

375 
$ 184.244 

38.59888% 
71,116 

$ 234,761 
121,633 

113,128 

$ 184.620 

STAFF 
Test Year Recommended 

r!JgFjgjgjjJ $ 1,641,342 
$ 1,108.749 $ 1,109,124 
$ 71,530 $ 71,530 
$ 276,443 9 460,687 

$ 257.180 $ 428,587 

6.968% 6 968% 
$ 19.263 $ 32,101 

$ 87,441 
$ 106,704 

gj2j&ggT 
2.610% 

$ 71,530 

$ 145,7f9 
$ 177,820 
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(C) 
STAFF 

A S  
ADJUSTED 

$ 6,770.808 

(4 
COMPANY 

AS 
FILED 

STAFF 
ADJUSTMENTS 

$ (66,858) 

LINE 
- NO. 

$ 6.837.666 1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

(I 17 1 3,977) 
$ 5,123,689 

(1,745,153) 
!4 5.025.655 

(31,176) 
$ (98,034) 

- LESS: 

Advances in Aid of Construction (AIAC) 4 ( I  09,428) (109,428) 

I 

I 
I 
I 
I 
I 

I 

I 
1 
I 
I 

B 1 

1 

, 

I 

1 

i 

I 
I I 

i 

1 

$ (188,394) $ (188,394) 5 
6 Less: Accumulated Amortization 
7 Net CIAC 

M e d  Amortization 

Contributions in Aid of Construction (CIAC) 
32,086 

(156,308) 
32,086 

(1 56,308) 

$ (1,400,000) $ (1,400,000) 
50,000 

$ (1,350,000) 

$ 

$ 

(265,736) 

50,000 
$ (1,350,000) 

Total Advances, Contributions and PCG 

Customer Deposits 

Meter Advances 

Deferred Income Tax Credits 

ADD: 

Working Capital 

Phoenix Office Allocation 

Meter Shop Allocation 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

( I  ,615,736) (7,350,000) 

(566,719) (566,719) 

(122,661) 

19,629 

81,768 (204,429) 

(1 73,54 1 ) 

(3,580) 

193,170 

444 4,024 

$ 2,740,612 $ (1,829,584) Total Rate Base $ 4,570,196 
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LINE 
NO. 

Schedule REL-5 

STAFF STAFF COMPANY 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NOS. 1,2 and 3 - PLANT IN SERVICE 

1 Actual Test Year Plant 
2 Post-Test Year Plant 
3 
4 Adjusted Test Year Plant 

Post Test Year Retired Plant 

$ 6,336,685 $ 1,130 $ 6,337,815 
$ 500,981 $ (24,837) $ 476,144 

(43.151) !4 - ! $  f43.151) $ 

$ 6.837.666 $ (66,858) $ 6,770,808 
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Schedule REL-6 

RATE BASE ADJUSTMENT NOS. 4,5,6 AND 7 -ACCUMULATED DEPRECIATION 

I LINE I 1 COMPANY I STAFF I STAFF I I NO. IDESCRlPTlON I AS FILED I ADJUSTMENTS1 AS ADJUSTED 
1 Accumulated Depreciation, Actual $ (1,667,874) $ 31,501 $ (1,636,373) 
2 Accumulated Depreciation, Post-Test Year Plant $ (1 3,951) $ 7,418 $ (6,533) 
3 Accumulated Depreciation, Test Year Plant $ (32,152) $ (121,479) $ (153,631) 
4 Accumulated Depreciation, Retired Plant $ - $  51,384. $ 51,384 

$(1,713,977) $ (31 ,I 76) $ (1,745,153) 
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ADJUSTMENT ADJUSTED 

RATE BASE ADJUSTMENT NOS. 8 and 9 - PINAL COUNTY GROUP 

NO. DESCRIPTION 
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Schedule REL- 8 

OPERATING INCOME ADJUSTMENT NO. 10 - CASH WORKING CAPITAL 

LINE COMPANY STAFF STAFF AS 
NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

1 Cash Working Capital 30,159 $ (210,688) $ (1 80,529) 
2 Materials and Supplies Inventory 
3 Rewired Bank Balances 

9,277 6,259 
26,913 - 

15,536 
26,913 

4 Prepayments and special Deposit 15,418 15,418 
5 Total $ 81,767 (204,429) $ (1 22,662) 
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COMPANY STAFF LINE 

Schedule REL-9 

STAFF 

RATE BASE ADJUSTMENT NOS. 11 and 12 - PLANT IN SERVICE 

NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 
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OPERATING INCOME -TEST YEAR AND STAFF PROPOSED 

[AI 

COMPANY 
LINE TEST YEAR 
NO. DESCRIPTION AS FILED - 

REVENUES: 
1 Total Operating Revenues 

€XP€NS€S: 
Source of Supply Expenses: 

2 Purchased Water 
3 Other 

Pumping Expenses: 
4 Purchased Power 
5 Purchased Gas 
6 Other 
7 Water Treatment Expenses 
8 Transmission and Distribution Expenses 
9 Customer Account Expenses 

10 Sales Expenses 
11 Administrative and General Expenses 
12 Total Operation and Maintenance 
13 Depreciation and Amortization 
15 Ad Valorem (Property) 

Taxes: 
14 
16 Other 
17 Total Operating Expenses 

Federal & State Income Tax 

$ 1,456.939 

$ 
8,832 

151,322 

97,770 
95,544 

263,028 
190,636 

1.31 1 
2461728 

$ 1,055,171 
204,884 
121,044 

(1 3.1 08) 
28,957 

5 1,396,948 

18 Operating Income (Loss) $ 59,991 

PI 

STAFF 
TEST YEAR 

ADJUSTMENTS 

(40,123) 

(62,992) 
(3,788) 

(1 1 

(7,589) 
(114.493) 
. (65,770) 

(1,408) 

119,812 

$ (61,859) 

$ 61,642 

[Cl 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

$1,456,722 

$ 
8,832 

111,199 

97,770 
32.552 

259,240 
190,635 

1,311 
239,139 
940,678 
139,114 
11 9,636 

106,704 
28,957 

$1,335,089 

$ 121,633 

[Dl 

STAFF 
PROPOSED 
CHANGES 

$ 184,620 

$ 

375 

375 

71,116 

$ 71,491 

$ 113,128 

Schedule REL-10 

STAFF 
RECOMMENDED 

$ 1,641,342 

$ 
8,832 

111,199 

97,770 
32,552 

259,240 
191,010 

1,311 
239,139 
941,053 
139,114 
119,636 

177,820 
28,957 

$ 1,406,581 

$ 234,761 
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Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 12 

OPERATING INCOME ADJUSTMENT NO. 1 - REVENUE ANNUALIZATION 

(A) (B) (C) 
LINE COMPANY STAFF STAFF AS 
NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 1 

(2) 

(959) 
480 

1 Avg No. of Additional Cust. Served During TY (2) 
371 2 Avg Annual Bill Per Customer for lY 

3 Avg Annual Revenue for Additional Customers $ (742) $ (217) $ 



Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

COMPANY STAFF 

Schedule REL-13 

STAFF 

OPERATING INCOME ADJUSTMENT NO. 2 -PURCHASED PUMPING POWER EXPENSE 

1 
2 
3 

Purchased Pumping Power Expense $ 151,322 $ (1,123) $ 150,199 
Purchased Pumping Power Expense $ - $  (39,000) $ (39,000) 
Total Purchased Pumping Power Expense $ 151,322 $ (40,123) $ 111,199 
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LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 
AS ADJUSTED 

Schedule REL-14 

OPERATING INCOME ADJUSTMENT NOS. 4 and 5 -WATER TREATMENT EXPENSE 



Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-15 

OPERATING INCOME ADJUSTMENT NO. 6 -WATER TESTING EXPENSE 

[A] [B] P I  

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

$ 13,894 $ (9,346) $ 4,548 1 Annual Water Testing Expense 



COMPANY STAFF 
AS FILED ADJUSTMENT 

LINE 
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ADJUSTED 
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COMPANY STAFF LINE 

Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

STAFF 

Schedule REL-17 

NO. DESCRIPTION AS FILED 

OPERATING INCOME ADJUSTMENT NO. 8 -TRANSMISSION AND DISTRIBUTION EXPENSE 

ADJUSTMENTS AS ADJUSTED 
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COMPANY STAFF 

Arizona Water Company - Miami 
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Test Year Ended December 31,2001 

STAFF AS 

Schedule REL- 18 

OPERATING INCOME ADJUSTMENT NO. 10 - RATE CASE EXPENSE 



Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-19 

OPERATING INCOME ADJUSTMENT NO. 11 - CHARITABLE CONTRIBUTIONS 

[AI P I  [Cl 

COMPANY STAFF STAFF LINE 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 Charitable Contributions, Gifts, Awards, Etc. $ 1,733 $ (1,733) $ - 

1 



Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 20 

OPERATING INCOME ADJUSTMENT NO. 3 -AMORTIZATION EXPENSE 

(B) (C) 
STAFF AS 

(A) 
LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENT ADJUSTED 

1 Amortization - $ (50,000) $ (50,000) 
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STAFF 

Schedule REL-21 

NO. 

OPERATING INCOME ADJUSTMENT NO. 12 - DEPRECIATION EXPENSE INCL. POST-TEST YEAR PLANT 

DESCRIPTION AS FILED ADJUSTMENT AS ADJUSTED 

1 Depreciation Expense 
2 ClAC Amortization 

!$ 204,884 $ (10,363) $ 194,521 
(5,407) (5,407) 

$ 204,884 $ (15,770) $ 189.1 14 
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Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL- 22 

OPERATING INCOME ADJUSTMENT NO. 13 - PROPERTY TAX EXPENSE 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 

2001 Annual Gross Revenues 
2002 Annual Gross Revenues 
Plus Staffs Recommended Increase 
Subtotal (Lines 1 + 2 + 3 + 4) 
Three Year Average Calculation 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Multiplier 
Revenue Base Value (Line 7 x Line 8) 
Plus: 10% of 2001 CWlP 
Less: Net Book Vaule of Leased Vehicles (See Note A Below) 
Full Cash Value (Line 9 + Line 10 - Line 11) 

$ 4,647,622 
3 

$ 1,549,207 
2 

$ 3.098.415 

Assessment Ratio 0.25 
Assessed Value (Line 12 x Line 13) $ 760,547 
Composite Property Tax Rate (See Note B Below) 
Staff Proposed Property Tax Expense (Line 14 x Line 15) 

Note A: Net Book Value of Licensed Vehicles provided by Arizona Water in Data Request REL 24-1. 

Note B: Property tax rate provided by Arizona Dept. of Revenue. 
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LINE COMPANY STAFF 
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Test Year Ended December 31,2001 

STAFF AS 

Schedule REL- 23 

NO. DESCRIPTION AS FILED 

OPERATING INCOME ADJUSTMENT NOS. 14 and 15 - INCOME TAX EXPENSE 

ADJUSTMENT ADJUSTED 
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Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

Schedule REL-24 
Page 1 o f 2  

RATE DESIGN 

Monthly Usage Charge: 
5/8" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

10" Meter 

Gallons Included In Minimum Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 
8" Meter 

lo" Meter 
Fire Hydrants Used For Construction Water 

$ 13.47 $ 20.22 $ 16.36 
$ 24.86 $ 43.88 $ 36.80 
$ 62.15 $ 127.59 $ 123.96 
$ 103.58 $ 229.29 $ 238.19 
$ 207.16 $ 408.24 $ 511.03 
$ 362.53 $ 777.66 $ 1,006.31 
$ 362.53 $1,080.96 $ 1,163.12 
$ 673.27 $1,769.05 $ 1,305.25 

1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 
1,000 

Commodity Rates : 
$ 3.3040 N/A NIA Per 1,000 Gallons (In Excess of Minimum) 

Per 1,000 Gallons for 0 to 3,000 Gallons $ 3.3040 $ 4.3300 $ 2.4584 
Per 1,000 Gallons for 3,001 to 50,000 Gatlons $ 3.3040 $ 4.3300 $ 3.0730 
Per 1,000 Gallons for Gallons in Excess of 50,000 $ 3.3040 $ 4.3300 $ 3,6876 

Service Line and Meter Installation Charge: 
518" x 314" Meter 

1" Meter 
2" Meter 
3" Meter 
4" Meter 
6" Meter 

(a) No charge for 5/8" and 1 if on existing pipelines. Full cost for 5/8" and 1 if 

(b) Full cost for 2"and larger if on existing or new pipelines. 
if on new pipelines. 
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-Present 
Rates 

Arizona Water Company - Miami 
Docket No. W-01445A-02-0619 
Test Year Ended December 31,2001 

---Proposed Rates--- 
Company I Staff 

Schedule REL-24 
Page 2 of 2 

RATE DESIGN 
CONTINUED 

Service Charges: 
Establishment 
Guarantee Deposit 
Reconnection for Delinquency (per disconnection) 
Re-establishement 
Service Call Out (After Regular Working Hours Only) 
Returned Check Charge 
Meter Re-read (After Regular Working Hours Only) 
Meter Test 
Late Charge 

(c) 
$ 16.00 
(4 

$ 35.00 
$ 10.00 
$ 35.00 
$ 50.00 

NIA 

(c) 

(4 
$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 

(c) Per Commission Rule A.A.C. R14-2-403B 
(d) Eight (8 )  times the customer's monthly minimum charge, 

or payment of the minimums since disconnection, whichever is less. 
NIA No current tariff. 
(e) 1.5 percent after 15 days 

(4 

(d) 
$ 16.00 

$ 35.00 
$ 25.00 
$ 35.00 
$ 50.00 

(e) 
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